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CMA Certification from ICMA 



The Certified Management Accountant (CMA) certification provides accountants 
and financial professionals with an objective measure of knowledge and compe- 
tence in the field of management accounting. The CMA designation is recognized 
globally as an invaluable credential for professional accountancy advancement 
inside organizations and for broadening professional skills and perspectives. 

The two-part CMA exam is designed to develop and measure critical thinking 
and decision-making skills and to meet these objectives: 

• To establish management accounting and financial management as recognized 
professions by identifying the role of the professional, the underlying body of 
knowledge, and a course of study by which such knowledge is acquired. 

• To encourage higher educational standards in the management accounting and 
financial management fields. 

• To establish an objective measure of an individual s knowledge and competence 
in the fields of management accounting and financial management. 

• To encourage continued professional development. 

Individuals earning the CMA designation benefit by being able to: 

• Communicate their broad business competency and strategic financial mastery. 

• Obtain contemporary professional knowledge and develop skills and abilities 
that are valued by successful businesses. 

• Convey their commitment to an exemplary standard of excellence that is 
grounded on a strong ethical foundation and lifelong learning. 

• Enhance their career development, salary qualifications, and professional pro- 
motion opportunities. 

The CMA certification is granted exclusively by the Institute of Certified 
Management Accountants (ICMA). 
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CMA Learning Outcome Statements (LOS) 

The Certified Management Accountant exam is based on a series of Learning 
Outcome Statements (LOS) developed by the Institute of Certified Management 
Accountants (ICMA). The LOS describes the knowledge and skills that make up 
the CMA body of knowledge, broken down by part, section, and topic. The Wiley 
CM Aexcel Learning System (WCM ALS) supports the LOS by addressing the sub- 
jects they cover. Candidates should use the LOS to ensure they can address the 
concepts in different ways or through a variety of question scenarios. Candidates 
should also be prepared to perform calculations referred to in the LOS in total or 
by providing missing components of a calculation. The LOS should not be used as 
proxies for exact exam questions; they should be used as a guide for studying and 
learning the content that will be covered on the exam. 

A copy of the ICMA Learning Outcome Statements is included in Appendix A 
at the end of this book. Candidates are also encouraged to visit the IMA Web site 
to find other exam-related information at www.imanet.org. 



CMA Exam Format 



The content tested on the CMA exams is at an advanced level—which means that 
the passing standard is set for mastery, not minimum competence. Thus, there will 
be test questions for all major topics that require the candidate to synthesize infor- 
mation, evaluate a situation, and make recommendations. Other questions will test 
subject comprehension and analysis. However, compared to previous versions, this 
CMA exam will have an increased emphasis on the higher-level questions. 

The content is based on a series of LOS that define the competencies and capa- 
bilities expected of a management accountant. 

There are two exams, taken separately: Part 1: Financial Reporting, Planning, 
Performance, and Control; and Part 2: Financial Decision Making. Each exam is 
four hours in length and includes multiple-choice and essay questions. One hun- 
dred multiple-choice questions are presented first, followed by two essay questions. 
All of these questions-multiple-choice and essay— can address any of the LOS for 
the respective exam part. Therefore, your study plan should include learning the 
content of the part as well as practicing how to answer multiple-choice and essay 
questions against that content. The study plan tips and the final section of this 
WCM ALS book contain important information to help you learn how to approach 
the different types of questions. 



Note on Candidate Assumed Knowledge 



The CMA exam content is based on a set of assumed baseline knowledge that candi- 
dates are expected to have. Assumed knowledge includes economics, basic statistics, 
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and financial accounting. Examples of how this assumed knowledge might be tested 
in the exam include: 

• How to calculate marginal revenue and costs as well as understand the rel- 
evance of market structures when determining prices 

• How to calculate variance when managing financial risk 

• How to construct a cash flow statement as part of an analysis of transactions 
and assess the impact of the transactions on the financial statements 

Please note that prior courses in accounting and finance are highly recom- 
mended to ensure this knowledge competency when preparing for the exam. 



Overall Expectations for the CMA Candidates 



Completing the CMA exams requires a high level of commitment and dedication of 
up to 150 hours of study for each part of the CMA exam. Completing the two-part 
exam is a serious investment that will reap many rewards, helping you to build a 
solid foundation for your career, distinguish yourself from other accountants, and 
enhance your career in ways that will pay dividends for a lifetime. 

Your success in completing these exams will rest heavily on your ability to 
create a solid study plan and to execute that plan. IMA offers many resources, 
tools, and programs to support you during this process— the exam content speci- 
fications, assessment tools to identify the content areas you need to study most, 
comprehensive study tools such as the Online Test Bank, classroom programs, and 
online intensive review courses. We encourage you to register as a CMA candidate 
as soon as you begin the program to maximize your access to these resources and 
tools and to draw on these benefits with rigor and discipline that best supports 
your unique study needs. We also suggest candidates seek other sources if further 
knowledge is needed to augment knowledge and understanding of the ICMA LOS. 

For more information about the CMA certification, the CMA exams, or the 
exam preparation resources offered through IMA, visit www.imanet.org. 



Updates and Errata Notification 



Please be advised that our materials are designed to provide thorough 
and accurate content with a high level of attention to quality. From 
time to time there may be clarifications, corrections, or updates that 
are captured in an Updates and Errata Notification. 

To ensure you are kept abreast of changes, this notification will be 
available on Wileys CMA update and errata page. You may review 
these documents by going to www.wiley.com/go/cmaerrata2015. 
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T his product is based on the CM A body of knowledge developed by the Institute 
of Certified Management Accountants (ICM A). This material is designed for 
learning purposes and is distributed with the understanding that the publisher and 
authors are not offering legal or professional services. Although the text is based 
on the body of knowledge tested by the CMA exam and the published Learning 
Outcome Statements (LOS) covering the two-part exams, the Wiley CMAexcel 
Learning System (WCM ALS) program developers do not have access to the current 
bank of exam questions. It is critical that candidates understand all LOS published 
by the ICMA, learn all concepts and calculations related to those statements, and 
have a solid grasp of how to approach the multiple-choice and essay exams in the 
CMA program. 

Some exam preparation tools provide an overview of key topics; others are 
intended to help you practice one specific aspect of the exams such as the questions. 
The WCMALS is designed as a comprehensive exam preparation tool to help you 
study the content from the exam LOS, learn how to write the CMA exams, and 
practice answering exam-type questions. 



Study the Book Content 



The table of contents is set up using the CMA exam content specifications estab- 
lished by ICMA. Each section, topic, and subtopic is named according to the content 
specifications and the Learning Outcome Statements (LOS) written to correspond 
to these specifications. As you go through each section and major topic, refer to the 
related LOS found in Appendix A. Then review the WCMALS book content to help 
learn the concepts and formulas covered in the LOS. 

The Learning Outcome Statements Overviews provide a quick reference to 
the LOS as well as key points to remember within them. These sections should not 
replace the in-depth discussion of the material that is in this book. However, these 
overviews do serve as a refresher on what has been learned and can be used as a 
tool to reinforce the knowledge that you have obtained. 

The knowledge checks are designed to be quick checks to verify that you under- 
stand and remember the content just covered by presenting questions and correct 
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answers. The answers refer to the appropriate sections in the book for you to review 
the content and find the answer yourself. 

The practice questions are a sampling of the type of exam questions you will 
encounter on the exam and are considered complex and may involve extensive 
written and/or calculation responses. Use these questions to begin applying what 
you have learned, recognizing there is a much larger sample of practice questions 
available in the Online Test Bank (described in the next section). 

The WCMALS also contains a bibliography and references in case you need 
to find more detailed content on an LOS. We encourage you to use published aca- 
demic sources. While information can be found online, we discourage the use of 
open-source, unedited sites such as Wikipedia. 



Suggested Study Process Using the WCMALS 




Stan course 



Review LOS and study 
book content by section 
and topic 



Evaluate 

understanding with 
knowledge checks 



Complete all Complete all 
topics in section questions at the end 
of a section 



Take Online 
Practice Test 
for section 



(After completion of 
knowledge checks and 
practice tests if further 
review is needed return to 
associated sectic/i/topic ) 




Compete Comprehensive 
Online Part Test 




Complete all sections 




Take exam Register for 

CMAExam 



WCMALS Book Features 



The WCMALS books use a number of features to draw your attention to certain 
types of content: 

Key terms are bolded where they appear in the text with their definition, to allow 
you to quickly scan through and study them. 
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Key formulas are indicated with this icon. Be sure you understand these formulas 
and practice applying them. 

Knowledge checks at the end of each topic are review questions that let you check 
your understanding of the content just read. (They are not representative of the 
type of questions that appear on the exam.) 




Study tips offer ideas and strategies for studying and preparing for the exam. 




Practice questions are examples of actual exam questions. Presented at the end of 
each section, these questions help you solidify your learning of that section and 
apply it to the type of questions that appear on the exam. 



Online Test Bank 



Included with your purchase of the Wiley CMAexcel Learning System Part 1 book 
is an Online Test Bank made available to you through www.wileycma.com. This 
test bank includes five section-specific tests that randomize questions from a 
selected section only. The course also includes a comprehensive Part 1 test that 
emulates the percentage weighting of each section on the actual Part 1 exam. All 
questions are drawn from a bank of more than 800 questions, so that each time 
you repeat the test, you will receive a different set of questions covering all the top- 
ics in the section. All the multiple-choice questions provide feedback in response 
to your answers. 

It is suggested that you integrate the Online Test Bank throughout your study 
program instead of leaving them until the end. The section-specific tests are 
designed for you to practice questions related to the section content— read and 
learn a section and then practice the online questions related to the section. This 
also will help you identify whether further study of the section content is required 
before moving to the next section. 

The comprehensive Part 1 test is designed to help you simulate taking the actual 
CMA exam. Try the comprehensive Part 1 test after you have studied all the Part 
1 content. You can take this exam multiple times. Each time you will receive a dif- 
ferent combination of questions. It is recommended that you set up your own exam 
simulation— set aside four hours in a room without interruption, do not have any 
reference books open, and work through the comprehensive part exam as if you 
were taking the real exam. This will prepare you for the exam setting and give 
you a good idea of how ready you are. 

In addition, sample essay questions are provided that simulate the testing envi- 
ronment. The correct answer is provided which will enable you to self-score your 
answer. 

You are strongly encouraged to make full use of all online practice and review 
features as part of your study efforts. Please note that these features are subscription 
based and available only for a specific number of months from the time of registration. 
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Learn to Write the CMA Exam 



The four-hour CMA exam will test your understanding of each part s content using 
both multiple-choice and essay questions. This means you must learn to write two 
types of tests in one sitting. The WCMALS books contain tips, instruction, and 
examples to help you learn to write an essay exam. Be sure to study the Essay Exam 
Support Materials section so that in addition to practicing with the Online Test 
Bank, you also learn to respond to the part content in essay format. 




Create a Study Plan 



E ach part of the two-part CM A exam uses a combination of a multiple-choice for- 
mat and an essay format to test your understanding of the part concepts, terms, 
and calculations. Creating a study plan is an essentia! ingredient to planning a path 
to success. Managing your plan is critical to achieving success. The next tips and 
tactics are included to help you prepare and manage your study plan. 



StudyTips 



There are many ways to study, and the plan you create will depend on things such 
as your lifestyle (when and how you can schedule study time), your learning style, 
how familiar you are with the content, and how practiced you are at writing a formal 
exam. Only you can assess these factors and create a plan that will work for you. 
Some suggestions that other exam candidates have found helpful follow. 

• Schedule regular study times and stay on schedule. 

• Avoid cramming by breaking your study times into small segments. For exam- 
ple, you may want to work intensely for 45 minutes with no interruptions, fol- 
lowed by a 15-minute break during which time you do something different. You 
may want to leave the room, have a conversation, or exercise. 

• When reading, highlight key ideas, especially unfamiliar ones. Reread later to 
ensure comprehension. 

• Pay particular attention to the terms and equations highlighted in this book, 
and be sure to learn the acronyms in the CM A body of knowledge. 

• Create personal mnemonics to help you memorize key information. For exam- 
ple, CCIC to remember the four ethical standards: Competence, Confidentiality, 
Integrity, and Credibility. 

• Create study aids such as flash cards. 

• Use index cards, and write a question on one side and the answer on the other. 

This helps reinforce the learning because you are writing the information as 
well as reading it. Examples: What is ? List the five parts of . 

• In particular, make flash cards of topics and issues that are unfamiliar to you, 
key terms and formulas, and anything you highlighted while reading. 

• Keep some cards with you at all times to review when you have time, such as 
in an elevator, while waiting for an appointment, and so on. 
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• Use a flash card partner. This person does not need to understand accounting. 
He or she only needs the patience to sit with you and read the questions off the 
flash card. 

• As test time approaches, start to eliminate the questions you can easily answer 
from your stack so you can concentrate on the more challenging topics and 
terms. 

• If particular topics are difficult, tap into other resources, such as the Internet, 
library, accountant colleagues, or professors, to augment your understanding. 

• Use your study plan— treat it as a living document and update it as you learn 
more about what you need to do to prepare for the exam. 

• Use the knowledge checks in the book to assess how well you understand the 
content you just completed. 

• Use the Online Test Bank to test your ability to answer multiple-choice practice 
questions on each section's content as you finish it. After completing the first 
40 questions presented, review areas in the book that you were weak on in the 
practice test. Then try the section test again. 

• Be sure to learn how to take a multiple-choice question exam— there are many 
online resources with tips and guidance that relate to answering multiple- 
choice exams. 

• Make an attempt to answer all questions. There is no penalty for an incor- 
rect answer— if you don’t try, even when you are uncertain, you eliminate the 
potential of getting a correct answer. 

• Create your own “simulated” multiple-choice trial exam using the full Part 1 
Online Practice Test. 

• Learn to write an effective essay answer. 

• Use the Essay Exam Support Materials section of this book. This content 
shows a sample grading guide and includes a sample of a good, a better, and 
a best answer in addition to some helpful tips for writing an essay answer. 

• Learn how points are awarded for an essay answer so that you can ensure 
you get the most points possible for your answers, even when you are very 
challenged by a question. 

• Practice essay responses using the questions in this WCMALS book as well 
as the Online Test Bank. 

• Be sure to access the Online Test Bank and its Essay Questions until you are 
comfortable with the content. 

Ensure you are both well rested and physically prepared for the exam day as 
each exam is four hours in length with no break for meals. Learning how to answer 
a multiple-choice and essay exam and being mentally and physically prepared can 
improve your grade significantly. Know the content and be prepared to deal with 
challenges with a focused, confident, and flexible attitude. 



Introduction 



W elcome to Part 1: Financial Reporting, Planning, Performance, and Control 
of the Wiley CMAexcel Learning System. 

This Part 1 textbook is composed of five sections: 

Section A: External Financial Reporting Decisions covers the four financial state- 
ments (balance sheet, income statement, statement of changes in equity, and 
statement of cash flows) as well as recognition, measurement, valuation, 
and disclosure concepts. 

Section B: Planning, Budgeting, and Forecasting looks at basic budgeting con- 
cepts and forecasting techniques that provide the information a company can 
use to execute its strategy and pursue its short- and long-term goals. 

Section C: Performance Management deals with the methods of comparing actual 
financial performance to the budget. It also describes tools that incorporate 
both financial and nonfinancial measures to aid an organization in matching 
its planning to its overall strategy. 

Section D: Cost Management describes various costing systems that can be used to 
monitor a company’s costs and provide management with information it needs 
to manage the company’s operations and performance. 

Section E: Internal Controls begins with a discussion of the assessment and man- 
agement of risk. Understanding risk provides the basis for internal auditing 
activities and the means of ensuring the security and reliability of the informa- 
tion on which the company bases its decisions. 

Many of these subjects, tested in the Part 1 CMA exam, provide a foundation 
for the concepts and methodologies that will be the subject of the Part 2 exam. 
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SECTION A 



External Financial 
Reporting Decisions 



T o perform their duties, management accountants must understand the four 
external financial statements— the balance sheet, income statement, statement 
of changes in equity, and statement of cash flows— and the concepts underlying 
these statements. Concepts underlying the four financial statements include rec- 
ognition, measurement, valuation, and disclosure as well as an understanding of 
the key differences between U.S. generally accepted accounting principles (GAAP) 
and International Financial Reporting Standards (IFRS). 

Topics covered in this section include the financial statements themselves, 
asset and liability valuation, income taxes, lease, equity transactions, revenue and 
expense recognition, income measurement and determination, and U.S. GAAP 
and IFRS differences. 
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CMAexcel Self-Study Part 1: Financial Reporting, Planning, Performance, and Control 



Learning Outcome Statements 
Overview: External Financial 
Reporting Decisions 



Section A.1. Financial Statements 



For the balance sheet, income statement, statement of changes in equity, and the 
statement of cash flows, the candidate should be able to: 

A. Identify the users of these financial statements and their needs, 
a. The users of financial statements are the following: 

• Investors 

• Employees 

• Lenders 

• Trade creditors 

• Customers 

• Governments and governmental agencies 

• The public 

Investors require information to help them whether to buy, sell, or hold 
an interest in a corporation. Shareholders require information regarding the 
corporation s ability to pay dividends. Employees are interested in the stabil- 
ity, sustainability, and profitability of employer organizations. Lenders need 
to be able to assess the borrowers ability to pay debts in full and on time. 
Trade creditors need information enabling them to determine whether they 
should sell on credit and whether amounts owed them will be paid. Customers 
require information regarding the organizations continuity and sustainability. 
Governments and their agencies need information to regulate organizational 
activities, to determine tax policies, and for national income statistics. The 
public requires information on an organization’s contributions to the local 
community and its development. 

B. Demonstrate an understanding of the purposes and uses of each statement. 

a. The purpose of the balance sheet is to show the financial position (assets 

and claims on those assets) of an organization at a point in time. The 
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income statement shows the results of operations (revenues and gains 
less expenses, losses, and taxes) for an organization for a period of time 
(fiscal period). The statement of changes in equity shows the changes in 
capital received and retained earnings for a fiscal period. Changes in capital 
received include the issuance and repurchase of shares. Changes in retained 
earnings include net income and dividends for the period. The statement 
of cash flow presents the change in cash and cash equivalents classified as 
operations, investing, or financing. 

C. Identify the major components and classifications of each statement. 

a. Balance sheet 

i. Current assets— Assets that may be converted into cash, sold, or con- 
sumed within a year or operating cycle, whichever is longer. 

ii. Long-term assets— Assets that may not be converted to cash, sold, or 
consumed within a year or operating cycle, whichever is longer. 

iii. Current liabilities— Debts that are due to be paid within a year or oper- 
ating cycle, whichever is longer. 

iv. Long-term liabilities— Debts that are to be paid at some date beyond 
the longer of one year or one operating cycle. 

v. Shareholder’s equity— Represents investments from shareholders and 
retained earnings. Represents shareholders 5 interest in the net assets 
of the company. 

b. Income statement 

i. Sales— Total sales (revenues) from the ordinary course of business. 

ii. Cost of goods sold— Direct costs related to the product sold or service 
rendered. 

iii. Operating expenses— Other necessary and ordinary expenses of a 
company that are not included in cost of goods sold. 

iv. Other revenues and expenses— Other inflows and outflows not related 
directly to operations. 

v. Taxes— Tax liability incurred in connection with the reported income. 

c. Statement of cash flows 

i. Operating activities— Cash flows related to normal course of business; 
cash from customers; cash paid to employees, suppliers, vendors, and 
interest portion of debt payments. 

ii. Investing activities— Cash flows related to long-term asset 
accounts; sale and purchase of property, plant, and equipment and 
investments. 

iii. Financing activities— Cash flows related to long-term liability or equity 
accounts; inflows from proceeds of debt or issuances of stock, outflows 
for payment of debt and dividends to shareholders. 

d. Statement of changes in shareholders’ equity 

Beginning Equity + New Investments - Dividends = Ending Equity 



6 CMAexcel Self-Study Part 1: Financial Reporting , Planning , Performance , and Control 



D. Identify the limitations of each financial statement. 

a. All four of the statements are limited by the use of historical costs, the 
use of different accounting principles and methods, and estimates and 
judgments. The balance sheet in particular excludes people and liabilities 
handled off balance sheet. 

E. Identify how various financial transactions affect the elements of each of the 
financial statements, and determine the proper classification of the transaction, 
a. How various financial transactions affect the elements of each of the 

financial statements and the proper classification of the various financial 
transactions is covered in Topic 2: Recognition, Measurement, Valuation, 
and Disclosure. 

F. Identify the basic disclosures related to each of the statements (footnotes, 
supplementary schedules, etc). 

a. The footnotes or disclosures to financial statements are used when 
parenthetical explanations would not suffice to describe situations 
particular to the entity. Typical disclosures include contingencies, 
contractual situations, accounting policies, and subsequent events. 

G. Demonstrate an understanding of the relationship among the financial 
statements. 

a. The four financial statements are integrally related. The balance sheet 
is connected to the income statement (net income) through the change 
in retained earnings shown in the statement of changes in shareholders’ 
equity. The balance sheet change in cash and other changes in financial 
position are presented in the statement of cash flow. Changes in capital 
received in the balance sheet are shown in the statement of changes in 
shareholders’ equity. 

H. Prepare a balance sheet, an income statement, a statement of changes in equity, 
and a statement of cash flows (indirect method). 

a. Balance sheet 



Robin Manufacturing Company 
Balance Sheet 

December 31, Year 1 

Assets 

Current assets: 



Cash and short-term investments 


$24,628 


Trade receivables, net of $30K allowance 


552,249 


Other receivables 


18,941 


Note receivable— related party 


80,532 


Inventory 


252,567 


Prepaid insurance 


7,500 


Total current assets 


936,417 
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Fixed assets: 



Property and equipment 


209,330 


Less: Accumulated depreciation 


(75,332) 


Net fixed assets 


131998 


Total assets 


$1,070,415 


Liabilities and Equity 


Current liabilities 


$175,321 


Accounts payable 


2,500 


Accrued expenses 


Current portion of long-term debt 


36,000 


Line of credit 


14LQQQ 


Total current liabilities 


358,821 


Long-term debt 


117,343 


Total current and long-term liabilities 


476,164 


Shareholders' equity: 


Common stock, par 


25,680 


Additional paid-in capital 


360,320 


Retained earnings 


208,251 


Total shareholders' equity 


594.251 


Total liabilities and shareholders' equity 


$1,070,415 



b. Income statement 



Robin Manufacturing Company 

Income Statement For the Year Ended December 31, Year 1 (Y1) 



Sales Revenue 

Sales 

Less: Sales discounts 

Less: Sales returns and allowances 

Net sales revenue 

Cost of Goods Sold 

Merchandise inventory, Jan. 1, Y1 

Purchases 

Less: Purchase discounts 
Net purchases 

Freight and transportation— in 
Total merchandise available for sale 
Less: Merchandise inventory, Dec. 31, Y1 
Cost of goods sold 
Gross profit on sales 
Operating Expenses 
Selling expenses 
Sales salaries and commissions 
Sales office salaries 



$2,808,835 

$22,302 

5L913 74,215 

2,734,620 

424,321 

$1,830,518 

1ZZ2S 

1,812,790 

37.363 1.850.153 

2,274,474 
450,536 

wuim 

910,682 



186,432 

54,464 
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Travel and entertainment 


45,025 


Advertising expense 


35,250 


Freight and transportation— out 


37,912 


Shipping supplies and expense 


22,735 


Postage and stationery 


15,445 


Depreciation of sales equipment 


8,285 


Telephone and Internet expense 


11.238 


Administrative expenses 




Officers' salaries 


171,120 


Office salaries 


56,304 


Legal and professional services 


21,823 


Utilities expense 


21,413 


Insurance expense 


15,667 


Building depreciation 


16,614 


Office equipment depreciation 


14,720 


Stationery, supplies, and postage 


2,645 


Miscellaneous office expenses 


2.403 



Income from operations 
Other Revenues and Gains 
Dividend revenue 
Rental revenue 



Other Expenses and Losses 

Interest on bonds and notes 
Income before income tax 
Income tax 

Net income for the year 
Earnings per common share 



416,786 



322.709 739.49S 

171,187 

90,620 

67.077 157.697 

328,884 

115.975 

212,909 

6LSZ9 

$151,330 

$1.89 



c. Statement of cash flows 

Statement of Cash Flows — Indirect Method 



Operating Activities 
Net income 


$151,330 


Adjustments to convert net income to a 
cash basis: 




Depreciation and amortization charges* 


75,332 


Decrease (increase) in accounts receivable 


(31,445) 


Increase (decrease) in merchandise 
inventory 


(4,165) 


Increase (decrease) in accounts payable 


6,740 


Increase (decrease) in accrued wages and 
salaries payable 


4,543 
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Increase (decrease) in accrued income 
taxes payable 


3,984 


Increase (decrease) in deferred income 
taxes 


(4,950) 


Gain on sale of store** 


(1,255) 


Net cash provided by operating activities 


200.114 


Investing Activities 




Additions to property, buildings, and 
equipment 


(123,730) 


Proceeds from sale of store 


3.980 


Net cash used in investing activities 
Financing Activities 


(119,750) 


Increase (decrease) in notes payable 


1,100 


Increase (decrease) in additional paid-in 
capital 


14,800 


Increase (decrease) in long-term debt 


(50,500) 


Increase (decrease) in common stock 


1,000 


Cash dividends paid 


(33,330) 


Net cash used in financing activities 


(66,930) 


Net increase in cash and cash equivalents 


13,434 


Cash and cash equivalents at beginning of 
year 


11.194 


Cash and cash equivalents at end of year 


524,628 



d. Statement of changes in equity 



Robin Manufacturing Company 
Schedule of Changes in Shareholders' Equity 
For Year Ended December 31, Year 1 (Y1) 





Common 
Stock, $1 Par 


Additional 
Paid-In Capital 


Retained 

Earnings 


Total 


Balance, Jan. 1 , Y1 


$24,680 


$345,520 


$90,251 


$460,451 


Net income 






151,330 


151,330 


Cash dividends paid 






(33,330) 


(33,330) 


Common stock issued 


1.000 


14,300 




15,900 


Balance, Dec.31,Y1 


$25,680 


$360,320 


$208,251 


$594,251 
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Section A.2. Recognition, Measurement, 

Valuation, a nd Di sclosure 

A. Identify issues related to the valuation of accounts receivable, including timing 
of recognition and estimation of uncollectible accounts. 

a. GAAP requires that accounts receivable be carried on the balance sheet at 
net realizable value (NRV). NRV is gross accounts receivable less the allow- 
ances for uncollectible accounts, returns and allowances, and discounts. 
Allowances for returns and allowances and discounts are not covered on 
the CM A examination. 

B. Determine the financial statement effect of using the percentage-of-sales (income 
statement) approach as opposed to the percentage-of-receivables (balance sheet) 
approach in calculating the allowance for uncollectible accounts. 

a. GAAP allows either approach noted above for the determination of uncol- 
lectible expense and the allowance for uncollectible accounts. The percent- 
age-of-sales method calculates the uncollectible expense and credits the 
allowance to determine the balance in the allowance account. The percent- 
age-of-receivables method calculates the ending balance in the allowance 
account and “backs” into the uncollectible expense. 

C. Distinguish between receivables sold (factoring) on a with-recourse basis and 
those sold on a without-recourse basis, and determine the effect on the balance 
sheet. 

a. Factoring without recourse transfers the ownership of the receivable to 
the factor and removes it from the balance sheet. When factoring with 
recourse, rights of ownership remain with the original owner of the receiv- 
able and are not transferred to the factor. The receivable then remains on 
the original owner’s balance sheet. 

D. Identify issues in inventory valuation, including which goods to include, what 
costs to include, and which cost assumption to use. 

a. All goods available for sale and still owned by the company are included in 
inventory. This would include goods out on consignment, goods in transit 
shipped FOB destination (title transfers at the destination) as well as owned 
goods on hand. Which of the three inventory cost assumptions noted below 
to use is up to management 

E. Identify and compare cost flow assumptions used in accounting for inventories, 
a. The cost flow assumptions used for inventory valuation are FIFO (first 

in, first out), LIFO (last in, first out), and average cost (weighted average 
for a periodic inventory moving average for a perpetual inventory). FIFO 
values the ending inventory at the newest (current) costs and the cost of 
goods sold at the oldest costs. LIFO values the ending inventory at the 
oldest costs and cost of goods sold at the newest (current) costs. Weighted 
average cost values both the ending inventory and cost of goods sold at 
the weighted average cost of the goods for the period. The moving average 
method recomputes the average cost of the inventory whenever a shipment 
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is received and uses the recomputed average to determine the cost of the 
next sale. 

F. Demonstrate an understanding of the lower of cost or market rule for 

inventories. 

a. GAAP requires that inventories be valued and carried at lower of cost or 
market (LCM). Cost may be one of the following: FIFO, LIFO, average 
cost, or specific identification. Market is defined as replacement cost. There 
is, however, a ceiling and a floor on replacement cost. The ceiling is NRV 
(replacement cost less costs to complete and dispose of). The floor is NRV 
reduced by the normal profit margin. 

G. Calculate the effect on income and on assets of using different inventory 

methods. 

a. When inventory costs are consistently rising, FIFO results in the highest 
net income due to the lowest cost of sales and the highest inventory value 
on the balance sheet. LIFO results in the lowest net income due to the high- 
est cost of sales and lowest inventory value on the balance sheet. Average 
cost results would be between FIFO and LIFO. When inventory costs are 
consistently falling, FIFO and LIFO would be reversed; an average cost 
would still be in between. The relationships of the three methods would be 
indeterminable if inventory costs are fluctuating up and down. 

H. Analyze the effects of inventory errors. 

a. An error in the end-of-period inventory will affect the cost of sales for the 
period, net income for the period, ending retained earnings for the period, 
beginning inventory for the next period, cost of sales for the next period, 
and net income for the next period. The cost of sales and net income errors 
in the next period would be in the opposite direction from those in the 
first period. The retained earnings at the end of the next period would be 
correct. For example, a dollar overstatement in this period’s inventory will 
understate this period’s cost of sales by a dollar, overstate its net income 
by a dollar, and overstate its retained earnings by a dollar. The error will 
overstate the next period’s beginning inventory by a dollar, overstate its 
cost of sales by a dollar, understate its net income by a dollar, and restore 
retained earnings to where it would have been had the error not occurred. 

I. Identify advantages and disadvantages of the different inventory methods. 

a. FIFO generates an ending inventory valuation close to current (replace- 
ment) cost. It minimizes income taxes when prices are consistently fall- 
ing. One disadvantage of FIFO is that it matches older costs in cost of sales 
to revenue in income determination. Second, it results in higher income 
taxes than either LIFO or average cost when inventory costs are consis- 
tently rising. 

b. LIFO matches the most current costs (through cost of sales) to revenue in 
income determination. It minimizes income taxes when inventory costs 
are consistently rising. Its main disadvantage is that the inventory valu- 
ation on the balance sheet could be many years out of date. Since LIFO 
become available prior to World War II, the inventory valuation could be 
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over 70 years old. Last, it is an extremely complex system when used for 
perpetual inventory valuation. 

c. Average costing is an easy-to-use and understand method. It is relatively 
easily programmed when used for perpetual inventory valuation. It pro- 
vides little tax advantage when costs are consistently rising or falling. 

J. Recommend the inventory method and cost flow assumption that should be 

used for a firm given a set of facts. 

a. LIFO is the recommended system when prices are consistently rising and 
the inventory level is constant or rising. FIFO would be best when prices 
are consistently falling or the inventory is being depleted. Average cost is 
recommended when the inventory level fluctuates materially and/or the 
prices fluctuate. Average cost is best for commodities and fungible goods. 

K. Demonstrate an understanding of the following security types: trading, 

available for sale, and held to maturity. 

a. Trading securities are bought and sold to generate profit on short-term price 
changes. They consist of debt securities with maturities less than one year 
as well as equity securities. Typical trading securities are Treasury bills, 
commercial paper, money market and euro deposits, and short-term cer- 
tificates of deposit (CDs) purchased with excess short-term cash. Trading 
securities are carried on the balance sheet at fair market value (marked to 
market). Holding gains and losses when marking to market are reported 
directly in the income statement. 

b. Available-for-sale securities are those debt and equity securities that 
are neither trading securities nor held-to-maturity securities (discussed 
below). They may be short term or long term and are marked to market, as 
are trading securities. Holding gains and losses are carried in other com- 
prehensive income rather than in net income. 

c. Held-to-maturity securities are either debt securities intended to be held to 
maturity or equity securities purchased with the intent to acquire the issu- 
ing corporation. Held-to-maturity debt securities are carried at amortized 
historical cost. A typical held-to-maturity security would be a corporate 
bond. Held-to-maturity equity investments are accounted for by the fair 
value method (same as available-for-sale securities noted above) if they rep- 
resent less than 20% of the outstanding stock of the issuer or by the equity 
method if they represent 20% or more. 

L. Demonstrate an understanding of the fair value method, equity method, and 

consolidated method for equity securities. 

a. The fair value method is covered under available-for-sale securities. 

b. The equity method is used by the investor when ownership of 20% or more 
of the issuers voting stock is considered sufficient to influence the issuer’s 
operations. The main features of the equity method are: 

• The owners’ original investment is recorded at cost in the investment 
account. 

• The owner/investor records its percentage share of the investee/issu- 
er’s periodic net income as an increase in the investment account 
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and as credit to the equity is earnings account. The investor records 
its share of a periodic investee loss as a decrease in the investment 
account and a debit to the equity in loss account. 

• When the investor receives a cash dividend from the investee, cash 
is increased and the investment account is decreased the amount of 
the dividend. 

M. Determine the effect on the financial statements of using different depreciation 
methods. 

a. Depreciation is the systematic, rational allocation of a tangible assets cost 
less estimated residual (net salvage) value over the estimated life of the 
asset. The periodic depreciation is debited to depreciation expense shown 
on the income statement and credited to the accumulated depreciation 
account (an offset or contra account to the asset account). 

b. Straight-line depreciation produces a constant amount of depreciation per 
period calculated as cost less estimated residual divided by the estimated 
asset life. 

c. Accelerated depreciation produces a declining amount of depreciation per 
period calculated as the declining balance percentage divided by the esti- 
mated life times the net book value of the asset at the beginning of the 
period. Estimated residual value is ignored in the calculation. The net book 
value is cost less accumulated depreciation. Care must be taken to depreci- 
ate the asset down to its estimated residual value but not below it. 

d. Units of production or activity depreciation produces a varying amount 
of depreciation per period calculated as the cost less estimated resid- 
ual value divided by the estimated production or activity level expected 
over the life of the asset times the amount of actual production or activ- 
ity for the period. 

N. Recommend a depreciation method for a given set of data. 

a. The following is an example of the application of the three methods of 
depreciation (straight line, declining balance, and production/activity) 
discussed. The recommendation of a specific method depends on the 
depreciation pattern preferred by the organization. The following data 
applies to all three methods: 

• Cost of the asset = $100,000 

• Estimated residual value = $10,000 

• Estimated useful life = 5 years or 200,000 units of production 

• Actual production for the five years = 50,000, 42,000, 36,000, 32,000, 
and 34,000, respectively 

b. The straight-line depreciation would be $18,000 per year ((100,000 - 
10,000)/5 = 90,000/5] for each of the five years. 

c. The double (200%) declining balance method would produce the following 
annual depreciations: 

1. Year 1 $40,000 (2/5)(100,000). 

2. Year 2 S24,000 (2/5)(100,000 - 40,000) = .4(60,000). 

3. Year 3 $14,400 (2/5)(60,000 - 24,000) = .4(36,000). 
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4. Year 4 $8,640 (2/5)06,000 - 14,400) = .4(21,600) 

5. Year 5 $2,960. To get the accumulated depreciation to S90,000 (cost of 
100,000 less estimated residua] of 10,000). 

d. The production/activity method utilizes a rate of $.45 per unit [(100,000 - ' 
10,000)/200,000 = 90,000/200,000 = .45] per unit and would produce the 
following annual depreciations: 

1. Year l $22,500 .45(50,000). 

2. Year 2 $18,900 .45(42,000). 

3. Year 3 $15,300 .45(34,000). 

4. Year 4 $16,200 .45(36,000). 

5. Year 5 $17,100. To get the accumulated depreciation to $90,000 (cost of 
100,000 less estimated residual of 10,000). 

O. Demonstrate an understanding of the accounting for impairment of long-term 
assets. 

a. The determination of impairment of a long-term asset involves two 
steps. The first is a recoverability test, where the carrying (net book) value 
of the asset is compared with the expected undiscounted cash flows from 
the asset $ use and disposal. If the carrying value exceeds the expected cash 
flows, an impairment loss calculation is required. The impairment loss 
is the amount by which the carrying value exceeds the fair value of the 
asset. The fair value of the asset would be the net proceeds from selling 
the asset in an orderly market. 

P. Demonstrate an understanding of the accounting for impairment of intangible 
assets, including goodwill. 

a. The impairment of an intangible other than goodwill involves determining 
if the carrying value of the intangible exceeds its fair value. If it does, 
an impairment loss equal to the difference has occurred and must be 
recognized. 

b. The impairment of goodwill involves three steps. First, the company 
performs a qualitative assessment to determine whether it is likely that the 
fair value of the reporting unit to which the goodwill is attached is less than 
its carrying value. Then, if it is, a recoverability test need be performed. The 
test involves a comparison of the carrying amount of the reporting unit 
with the fair value of the reporting unit. If the carrying amount exceeds 
the fair value, an impairment loss equal to that difference has occurred 
and must be recognized. 

Valuation of Liabilities 

Q. Identify the classification issues of short-term debt expected to be refinanced, 
a. A$R No. 148 requires that refinanced short-term debt be classified as a 

current liability unless the refinancing would extend the maturity date 
beyond one year. 

R. Compare the effect on financial statements when using either the expense 
warranty approach or the sales warranty approach for accounting for warranties. 
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a. The expense warranty method is the generally accepted method of 
accounting for warranty expense and liability and should be used whenever 
the warranty is an integral and inseparable part of the sale that creates a 
warranty loss contingency. The estimated warranty expense and associated 
liability are recorded in the year of the sale of the product for which the 
warranty applies. Actual warranty expenditures when they occur are 
charged to the estimated liability. The expense method provides for the 
proper matching of warranty expense to the product revenue through 
accrual accounting. 

b. The sales warranty approach defers a portion of the original sales price (the 
estimated warranty expense) until the actual warranty costs are incurred. 
At that time the revenue and expense equal tothe amount deferred are 
recognized. The result is a type of cash basis accounting that does not 
provide a proper match of revenue and expense. 

S. Define otf-balance sheet financing, and identify different forms of this type of 
borrowing. 

a. Off-balance sheet financing is a form of financing whereby liabilities 
are kept off the organization’s balance sheet. It is often used to keep the 
organization’s debt/equity and equity multiplier (leverage) ratios low to 
avoid debt covenant violations. Examples of off-balance sheet financing 
are joint borrowing ventures where each partner has 50% and operating 
lease obligations. 

Income Taxes (Applies to Assets and Liabilities Subtopics) 

T. Demonstrate an understanding of interperiod tax allocation/deferred income 
taxes. 

a. Deferred income tax liabilities or assets are created by the temporary 
differences between the handling of revenues and expenses for financial 
purposes (books) as opposed to for income tax purposes. Income tax 
expense is based on the financial statement handling of revenues and 
expenses. Income tax payable is calculated based on the Internal Revenue 
Service (IRS) rules and regulations. The deferred income tax liability or 
asset is basically the difference between the income tax expense and the 
income tax payable. 

U. Define and analyze temporary differences, operating loss carrybacks, and 
operating loss carryforwards. 

a. Temporary differences between book and tax are those that will reverse in 
the future. There are four types of temporary differences. They are: 

1. Revenues or gains taxable after book recognition. 

2. Expenses or losses tax deductible before book recognition. 

3. Revenues or gains taxable before book recognition. 

4. Expenses or losses deductible after book recognition. 

Items 1 and 2 create deferred tax liabilities while items 3 and 4 create 
deferred tax assets. Examples of each are given later. 
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b. Operating losses that offer no tax benefit in the year of occurrence may be 
carried back or carried forward to offset either prior or future tax liabilities. 
Operating losses may be carried back two years and carried forward 20 
years. An operating loss carryback is recognized in the year of the loss 
since it is realizable and measurable. Operating loss carryforwards create 
need future tax liabilities to offset against and create a deferred tax asset. 

V. Distinguish between deferred tax liabilities and deferred tax assets. 

a. Deferred tax liabilities represent future tax liabilities that ensue from 
deferring taxes to be paid into the future. Deferred tax assets represent 
future tax benefits (reductions) that ensue from deferring tax benefits into 
the future. 

W. Differentiate between temporary differences and permanent differences, and 
identify examples of each. 

a. Examples of temporary differences creating deferred tax liabilities are: 

• Using the cash basis for tax recognition of profit from installment 
sales. 

• Using the cash basis for recognition of earnings of subsidiaries. 

• Using Modified Accelerated Cost Recovery System (MACRS) depreciation 
for taxes and straight line for book. 

b. Examples of temporary differences creating deferred tax assets are: 

• Using the cash basis for tax recognition of rental incomes. 

• Using the cash basis for recognition of warranty expenses. 

• Using the direct write-off method for bad debt recognition or tax pur- 
poses and the allowance method for books. 

X. Indicate the proper income statement and balance sheet presentation of income 
tax expense and deferred taxes. 

a. Income tax expense is presented on the income statement in two ways. 
Income tax expense related to continuing operations may be shown as 
one of the continuing operations expenses deducted from continuing 
operations revenues to obtain net income, or, preferably, it could be 
shown as a deduction from continuing operations earnings before taxes. 
Income taxes related to discontinued operations or extraordinary items 
are netted with the gain or loss from the discontinued operation or 
extraordinary item. 

b. Deferred tax assets and deferred tax liabilities are shown on the balance 
sheet as noted in Y. 

Y. Explain the issues involved in determining the amount and classification of tax 
assets and liabilities. 

a. The amounts of the deferred tax assets and liabilities are calculated using 
the tax rates enacted at the time of the calculation. Deferred tax assets 
may be current assets or other long-term assets, depending on when the 
tax benefit is expected to be realized. Current is one year or less while 
long term is greater than one year. Similarly, deferred tax liabilities may 
be current or long-term liabilities, depending on when they are expected 
to be paid. 
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Leases (Applies to Assets and Liabilities Subtopics) 

Z. Distinguish between an operating lease and a capital lease. 

a. A lessee has an operating lease if the long-term lease does not meet any 
of the following criteria: 

• Title transfers to the lessee at the end of the lease term. 

• A bargain purchase option is available to the lessee. 

• The lease term is greater than or equal to 75% of the leased asset s 
useful life. 

• The present value of the lease payments at the lessees borrowing rate 
is greater than or equal to 90% of the asset s fair market value (FMV). 
Meeting any one of the criteria makes the lease a capital lease for 

financial accounting purposes. 

b. In order for the lessor to consider the lease as a capital lease, two additional 
criteria must be met. They are: 

• The rental collections are reasonably assured. 

• Future costs are reasonably predicable; that is, there are no expected 
unreimbursed costs. 

A A. Explain why an operating lease is a form of off-balance sheet financing. 

a. An operating lease is a form of off-balance sheet financing because 
the lease creates a liability for the present value of the expected lease 
payments that is not shown on the balance sheet. The lease pay- 
ment commitment, however, should be disclosed in the appropriate 
footnote 

BB. Demonstrate an understanding of why lessees may prefer accounting for a 
lease as an operating lease as opposed to a capital lease, 
a. The lessee would prefer that leases be operating as opposed to capital 
in order to keep the lease liability of the balance sheet and to show the 
interest porting of the lease payment. Treating a lease as an operating 
lease would improve the organization's solvency ratios, such as debt or 
debt/equity, as well as its interest coverage (number of times interest is 
earned). The improved solvency ratios make it less likely that the orga- 
nization will violate debt covenants or restrictions. 

CC. Recognize the correct financial statement presentation of operating and capi- 
tal lease. 

a. Operating lease payments are shown as expenses in the income state- 
ment, as dictated by accrual accounting. There is no balance sheet pre- 
sentation of the lease. 

b. A capital lease creates a liability on the balance sheet equal at the lease’s 
inception to the present value of the future lease payments at the lessee’s 
borrowing rate. The lease payments, therefore, consist of an interest por- 
tion and a reduction in the lease liability. The interest portion is equal 
to the lessee borrowing rate times the amount of lease liability at the 
beginning of the period covered by the payment. The splitting of the lease 
payments into interest and liability reduction requires the lessee to set 
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up a lease amortization table similar to a mortgage amortization table. 
The lessee treats the leased asset is part of long-term assets and depre- 
ciates the asset as appropriate. The depreciation is included with other 
depreciation on the income statement 

Equity Transactions 

DD. Identify transactions that affect paid-in capital and those that affect retained 
earnings. 

a. Paid-in capital or capital received consists of capital stock at par or stated 
value plus capital received in excess of par or stated value. Transactions 
affecting paid-in capital include proceeds from the issuance of shares, 
retirement of repurchased shares, stock splits, stock dividends, and the 
conversion of debt to equity. 

b. Retained earnings are the “running” record of net incomes minus divi- 
dends since the inception of the corporation. In addition to net incomes 
and dividends, retained earnings are affected by the appropriation of 
retained earnings or the removal of an appropriation. 

EE. Determine the effect on shareholders’ equity of large and small stock divi- 
dends and stock splits. 

a. Stock dividends occur when the corporation issues shares to existing 
shareholders on a pro rata basis. A large stock dividend occurs when 
the number of shares issued exceeds 25% of the outstanding shares. 
The accounting for a large stock dividend requires the capitalization of 
retained earnings at the par or stated value of the stock. An amount equal 
to said value is transferred from retained earnings to common stock par 
or stated value. 

b. A small stock dividend occurs when the number of shares issued is less 
than 20% of the outstanding shares. In this case, retained earnings are 
capitalized at the market value of the stock at the time of the stock divi- 
dend issue. An amount equal to that value is transferred from retained 
earnings to capital received (par or stated value and excess over par or 
stated value) as appropriate. 

c. A stock split involves the recall and reissue of all shares to reflect a change 
in the par or stated value caused by the split. For example, a two-for-one 
stock split would involve halving the par or stated value of the shares 
and doubling the number of shares authorized, issued, and outstanding 
and in the treasury. 

FF. Identify reasons for the appropriation of retained earnings. 

a. The appropriation (restriction or reservation) of retained earnings puts 
shareholders on notice that the portion of retained earnings appropriated 
is no longer available for dividend distribution. Reasons for the appro- 
priation of retained earnings include plant expansion, sinking funds for 
debt retirement, and treasury stock acquisition. 
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Revenue Recognition 

G G. Apply revenue recognition principles to various types of transactions. 

a. The basic revenue recognition principle states that revenue is recognized 
when the following criteria are met: 

• The earnings process is compete or virtually complete. 

• A measurable exchange has taken place. 

• The collectibility of cash is reasonably assured. 

In other words, it is earned, measurable, and collectible, and an 
exchange has taken place. This describes the default point-of-sale method. 

HH. Identify issues involved with revenue recognition at point of sale, including 
sales with buyback agreements, sales when right of return exists, and trade 
loading (or channel stuffing). 

a. A sale with a buyback agreement may not be recognized as a sale (rev- 
enue) until the buyback period expires. The earnings process is not com- 
plete. A sale with a right of return may be recorded as a sale (revenue) as 
long as sales returns and an allowance for returns are presented on the 
income statement and balance sheet, respectively. Again, the earnings 
process is not complete. 

b. Trade loading or channel stuffing involves shipping to your customers 
without a customer order. It is normally done at year-end to inflate rev- 
enues. Since there is no customer order, there is no agreement with the 
customer, and, consequently, a sale should not be recognized. As before, 
the earnings process is not complete. 

II. Identify instances where revenue is recognized before delivery and when it 
is recognized after delivery. 

a. The recognition of revenue before delivery occurs with either the per- 
centage-of-completion method for recording long-term contracts or the 
production method for handling the mining of precious metals such as 
platinum and gold that have a ready market with a determinable price. 
The production method also applies to diamond mines. 

b. The recognition of revenue after delivery occurs in two cases. The first 
occurs when there are “strings” attached to the sale, such as a buyback 
provision or right of return. The second occurs when the collectibility of 
cash is not reasonably assured. In this second case, revenue is recognized 
by a cash method called the installment sales method. 

JJ. Distinguish between percentage-of-completion and completed-contract 
methods for recognizing revenue. 

a. Both the percentage-of-completion method and the completed contract 
method apply to the recognition of revenue and expenses related to 
long-term construction contracts. The percentage-of-completion method 
recognizes construction revenue and expenses as the construction proj- 
ect progresses over time. The completed contract recognizes all of the 
revenue and expenses related to the project at the project s completion. 
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KK. Compare and contrast the recognition of costs of construction, progress bill- 
ings, collections, and gross profit under the two long-term contract account- 
ing methods. 

a. When using the completed contract method, the progress billings and 
collections are recorded in construction receivables on the balance sheet. 
Costs of construction are carried on the balance sheet in an inventory 
account called “construction in progress” and are expensed to the income 
statement when the project is completed and the revenue is recognized. 

b. Under the percentage-of-completion method, the progress billings, col- 
lections, and construction in progress are handled in the same fashion 
as with the completed contract method. Revenue is recognized by the 
percentage-of-completion of the project in a given period. The credit to 
revenue is offset by debits to costs of revenue equal to the construction 
costs incurred and to construction in progress. The debit to construction 
in progress is equal to the difference between the revenue and costs of 
revenue. It is the gross profit from the project for the period. 

LL. Identify situations in which each of the following revenue recognition meth- 
ods would be used: installment sales method, cost recovery method, and 
deposit method. 

a. There are three methods of recognizing revenue after delivery: the install- 
ment sales method, the cost recovery method, and the deposit method. 
The installment sales method is used when the collectibility of cash is 
spread over a long period of time. This is common for real estate and fran- 
chise contracts. The revenue is recognized on a pro rata basis through the 
gross profit on the contract. The cost recovery method does not recog- 
nize revenue until all of the costs related to the sale have been collected. 
It is used when the collectibility is highly uncertain. The deposit method 
is used when the seller receives cash before the transfer of ownership 
occurs. Since the risks and rewards of ownership have not transferred, 
the deposits are recorded as unearned revue (a performance obligation). 
Revenue is recognized upon the transfer of ownership. 

MM. Discuss issues and concerns that have been identified with respect to revenue 
recognition practices. 

a. The issues related to revenue recognition were presented in the coverage 
of the revenue recognition principle in GG. The issues are: 

• Has the revenue been earned? 

• Is the revenue measurable? 

• Has an exchange taken place? 

• Is the collectibility of cash reasonably assured? 

NN. Demonstrate an understanding of the matching principle with respect to 
revenues and expenses, and be able to apply it to a specific situation, 
a. The matching principle states that expenses are either to be matched 
to the revenues they create, as in matching cost of sales to sales, con- 
struction costs of revenue to construction revenue, or gross profits in the 
installment sales method, or matched to the period to which they pertain. 
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Matching to the period would include such expenses as advertising, pro- 
motion, research and development, interest, and utilities. 

Income Measurement 

00. Define gains and losses, and indicate the proper financial statement 
presentation. 

a. A gain is the excess of revenue over cost from a transaction that is out- 
side the normal course of business. Examples would be the gain from 
the sale of fixed assets or investments or the gain from early retire- 
ment of debt. A loss is the expiration of an asset without creating rev- 
enue. It occurs when there is an excess of cost over revenue from a 
transaction outside the normal course of business. Examples would be 
a fire loss, loss on sale of fixed assets or investments, or loss on early 
debt retirement. Gains and losses are preferably shown in other rev- 
enues, expenses, gains, and losses shown below operating income on 
the income statement. 

PP. Demonstrate an understanding of the proper accounting for losses on long- 
term contracts. 

a. Expected losses on long-term contracts are to be recorded in the period 
in which the loss becomes apparent. 

QQ. Demonstrate an understanding of the treatment of gain or loss on the dis- 
posal of fixed assets. 

a. The gain or loss on the disposal of a fixed asset should be shown in the 
income statement as part of other revenue, expenses, gains, and losses 
below operating income as noted in 00. 

RR. Demonstrate an understanding of expense recognition practices. 

a. Expense recognition practices and principles were covered under the 
matching principle in NN. 

SS. Define and calculate comprehensive income. 

a. Comprehensive income includes net income from the income statement 
and other comprehensive net income. Other comprehensive net income 
includes, for the most part, unrealized gains and losses on investments, 
foreign currency translation gains and losses, and unrealized gains and 
losses on hedging transactions. Other comprehensive income may be 
appended to the income statement or shown as a separate statement of 
comprehensive net income. It cannot be buried in the statement of stock- 
holders' equity or retained earnings. 

TT. Identify correct treatment of extraordinary items and discontinued 
operations. 

a. Discontinued operations are shown net of tax in the income statement 
after the after- tax net income from continuing operations. The net gain or 
loss from discontinued operations is split between the gain or loss from 
the operations as it was running and the gain or loss from the disposal 
of the discontinued operation. 
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b. Extraordinary items are shown net of tax after discontinued operations 
(if they exist) in the income statement. For an item to be extraordinary, 
it must meet three requirements. It has to be unusual, infrequent, and 
outside management control. 

GAAP-IFRS Differences 

UU. Identify and describe the following differences between U.S. GAAP and IFRS: 
(i) revenue recognition with respect to the sale of goods, services, deferred 
receipts, and construction contracts; (ii) expense recognition with respect 
to share-based payments and employee benefits; (iii) intangible assets with 
respect to development costs and revaluation; (iv) inventories with respect 
to costing methods, valuation, and write-downs (e.g., LIFO); (v) leases with 
respect to leases of land and buildings; (vi) long-lived assets with respect to 
revaluation, depreciation, and capitalization of borrowing costs; (vii) impair- 
ment of assets with respect to determination, calculation, and reversal of 
loss; and (viii) financial statement presentation with respect to extraordinary 
items and changes in equity. 

i. IFRS requires revenue recognition based on a contract with the cus- 
tomer. Revenue is recognized as contract milestones are met. IFRS 
allows only the percentage-of-completion method for the recognition 
of revenue for long-term or multiyear contracts. U.S. GAAP allows both 
percentage-of-completion and completed contract methods. 

ii. The differences between U.S. GAAP and IFRS treatment of share-based 
payments and employee benefits are beyond the scope of the CMA 
examination. 

iii. Both IFRS and U.S. GAAP require the expensing of basic research 
expenditures. U.S. GAAP allows the capitalization of development costs 
when the project is technically feasible only. IFRS requires the intention 
to complete the project, the ability to sell the resulting product(s), and 
the availability of resources to complete the project as well as techni- 
cal feasibility. IFRS allows the revaluing of intangibles to fair value less 
accumulated amortization. U.S. GAAP does not. 

iv. IFRS does not allow the use of LIFO for inventory valuation while U.S. 
GAAP does. IFRS does not have the ceiling (net realizable value - NRV) 
and floor (NRV reduced by the normal profit margin) rules for LCM. 
It only uses NRV. 

v. IFRS requires the disclosure of the net present value (NPV) of operating 
leases. Operating leases are recorded as liabilities if there are long-term 
provisions. Under IFRS, when leasing real estate (land and buildings), 
the land and buildings must be considered separately. U.S. GAAP con- 
siders them separately only when the land value at the inception of the 
lease exceeds 25% of the fair value of the leased real estate. Capital lease 
treatment in IFRS and in U.S. GAAP is basically the same. 
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vi. IFRS allows the revaluation of long-lived assets (property, plant, and 
equipment [PP&E]) to fair value less accumulated depreciation. U.S. 
GAAP does not. Both IFRS and U.$. GAAP require the capitalization 
of interest during construction (IDC) when borrowed funds are used 
in connection with expenditures for self-constructed assets. 

vii. Under U.S. GAAP, the amount of impairment loss on long-lived assets 
is the amount by which its carrying value exceeds its fair value. IFRS 
calculates the impairment loss as the amount by which the carrying 
value exceeds the recoverable amount. The recoverable amount is the 
higher of: (1) fair value less cost to sell and (2) value in use (the pres- 
ent value of the future cash flows in use, including the disposal value). 
IFRS allows the reversal of impairment losses not to exceed the initial 
carrying amount of the asset. U.S. GAAP prohibits reversal of any 
impairment losses. IFRS prohibits reversals for goodwill. 

viii. IFRS prohibits the separate presentation of extraordinary items in the 
income statement. U.S. GAAP allows presentation of extraordinary 
items. Extraordinary items are those that are unusual, infrequent, and 
outside management control. All three criteria must be met. 
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TOPIC 1 




Financial Statements 



T he four financial statements discussed in this topic present a basic picture 
of an entity, are required by the Securities and Exchange Commission (SEC) for 
all publicly traded companies, and are a useful tool for any company. They include: 

1. The income statement, which shows the results of business activities. 

2. The statement of changes in equity, which shows owner investments, distribu- 
tion of profits to owners, and profits retained by the company. 

3. The balance sheet, which shows an entity’s ending financial position. 

4. The statement of cash flows, which shows an entity’s cash receipts, payments, 
and the cash effects of its operating, investing, and financing activities during 
the accounting period. 

The financial statements shown in this topic are all for a fictitious organi- 
zation, Robin Manufacturing Company, for a given year, and linkages between 
the various statements are illustrated with notes and by the amounts themselves. 
The footnotes to financial statements, which present required disclosures, are 
also covered. 

Most entities provide prior years’ financial statement information alongside 
the current year’s information for comparison. For example, income and cash 
flow statements usually show three years of results. This allows analysts to com- 
pare past performance to present performance and make a determination of 
future success. 

This topic ends with a discussion of the needs of external users and how finan- 
cial statements satisfy some of those needs. 






READ the Leading Outcome Statements (LOS) for this topic as found in 
Appendix A andtfieh Study thecon&pts and calculations presented here 
to be sure you understand the content you could be tested on in the CMA 



exam. 
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Income Statement 

— — — !l 



The income statement, commonly called a profit and loss (P&L) statement, measures 
the earnings of an entity’s operations over a given time period, such as a quarter or 
fiscal year. The income statement is used to measure profitability, creditworthiness, 
and investment value of an entity. Along with the other statements, it helps assess 
the amounts, timing, and uncertainty of future cash flows. 



Income and Other Comprehensive Income 

The financial statement elements reported on the income statement are reve- 
nues, expenses, gains, and losses. Financial Accounting Standards Board (FASB) 
Accounting Standards Codification (ASC) Topic 220, Comprehensive Income (for- 
merly SFAS No. 130), requires firms to report certain unrealized gains and losses out- 
side of net income as components of other comprehensive income. Comprehensive 
income is the sum of net income plus (or minus) the items of other comprehensive 
income. 

Firms have the option of presenting the calculation of comprehensive income 
either as part of an income statement (appended at the end) or as a separate 
statement of comprenhensive income. Comprehensive income can no longer be 
presented as a part of the statement of shareholders’ equity. 



Format of Financial Information 

The two most common formats are single-step income statements and multiple- 
step income statements. 



Single-Step Income Statement 

A single-step income statement subtracts total expenses and losses from total rev- 
enues and gains in a single step. No attempt is made to categorize expenses and 
revenues or arrive at interim subtotals. 

Single-step income statements are simple, and some find the lack of priority of 
one type of revenue or gain (or expense or loss) over another to be a way to avoid 
classification problems. However, the multiple-step income statement is currently 
more popular. 

Figure 1A-1 shows a single-step income statement for Robin Manufacturing 
Company, Year 1. (Year 1 is used to show a consistent time period; do not assume 
that this is the company’s first year in business.) 
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Figure 1 A-1 Single-Step Income Statement 



Robin Manufacturing Company 
Income Statement 

for the Year Ended December 31, Year 1 


Revenues 


Net sales 


$2,734,620 


Dividend revenue 


90,620 


Rental revenue 


67,077 


Total revenues 


2,892.317 


Expenses 


Cost of goods sold 


1,823,938 


Selling expenses 


416,786 


Administrative expenses 


322,709 


Interest expense 


115,975 


Income tax expense 


61,579 


Total expenses 


2,740,987 


Net income 


$151,330 


Earnings per common share 


$1.89 



To statement 
of changes in 
equity section 

(Figure 1 A-4) 



Multiple-Step Income Statement 

The multiple-step income statement disaggregates information into operating and non- 
operating categories in an attempt to make the information more useful. The sections 
in the statement that do not relate to operating cash flows are called “other revenues 
and gains’ 1 and “other expenses and losses.” These categories could include gains and 
losses from the sale of equipment, interest revenue and expense, or dividends received. 

The multiple-step income statement has subcategories, such as cost of goods 
sold (COGS); operating (selling and administrative) expenses; and other revenues, 
expenses, gains, and losses. These subcategories allow users to compare a compa- 
ny’s results over time or with those of a competitor to determine the efficiency with 
which the entity’s scarce resources are used. Such comparisons are especially valu- 
able when several years’ income statements are compared. 

The multiple-step income statement often reports subtotals for gross profit and 
income from operations, which are useful for financial statement analysis purposes. 
For example, gross profit can be used to compare how competitive pressures have 
affected profit margins. 

Figure 1A-2 shows a multiple-step income statement. 
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Figure 1 A-2 Multiple-Step Income Statement 



Robin Manufacturing Company 
Income Statement for the Year Ended December 31, Year 1 (Y1) 


Sales Revenue 








Sales 






52.808.835 


Less: Sales discounts 




$22,302 




Less: Sales returns and allowances 




51,913 


74,215 


Net sales revenue 






2.734.620 


Cost of Goods Sold 








Merchandise inventory, Jan. 1 r Y1 




424,321 




Purchases 


$1,830,518 






Less: Purchase discounts 


17.728 






Net purchases 


1,812,790 






Freight and transportation— in 


37,363 


1,850,153 




Total merchandise available for sale 




2,274,474 




Less: Merchandise inventory, Dec. 31, Y1 




450,536 




Cost of goods sold 






$1,823,938 


Gross profit on sales 






910,682 


Operating Expenses 








Selling expenses 








Sales salaries and commissions 


186,432 






Sales office salaries 


54,464 






Travel and entertainment 


45,025 






Advertising expense 


35,250 






Freight and transportation— out 


37,912 






Shipping supplies and expense 


22,735 






Postage and stationery 


15,445 






Depreciation of sales equipment 


8,285 






Telephone and Internet expense 


11,238 


416,786 




Administrative expenses 








Officers' salaries 


171,120 






Office salaries 


56,304 






Legal and professional services 


21,823 






Utilities expense 


21,413 






Insurance expense 


15,667 






Building depreciation 


16,614 






Office equipment depredation 


14,720 






Stationery, supplies, and postage 


2,645 






Miscellaneous office expenses 


2,403 


322,709 


739,495 


Income from operations 






171,187 


Other Revenues and Gains 








Dividend revenue 




90,620 




Rental revenue 




67,077 


157,697 








328,884 


Other Expenses and Losses 








Interest on bonds and notes 






115,975 


Income oefcre income tax 






212,909 


Income tax 






61,579 


Net income for the year 






$151.330 


Earnings per common share 






51.89 



To states of 
change in 
equity 

{Figure 1A-4) 
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Additional Income Statement Presentation Items 

Occasionally, companies will experience an event that requires separate reporting 
below income from continuing operations. Additional items that may be located 
at the end of the income statement include discontinued operations and extraor- 
dinary items. 

• Discontinued operations. When a component of an entity that has clearly dis- 
tinguishable operations and cash flows is disposed of, the item is recorded in a 
separate section of the income statement after continuing operations and before 
extraordinary items. Discontinued operations are shown net of tax. 

• Extraordinary items. Material items that are both unusual in nature and infre- 
quent in occurrence, such as a government restriction or banning of a product 
line, require a separate section in the income statement, shown net of tax. 

Figure 1 A-3 shows how net income is determined when these items are included. 

Figure 1A-3 Multistep Income Statement with Additional Income Statement Items 

Net sales 

- Cost of goods sold 
Gross profit on sales 
- Operating expenses 
Operating income 
-r/- Other gains and losses 
Earnings before tax 
- Tax expense 

Income from continuing operations 
+/- Discontinued operations 
+/- Extraordinary items 
+/- Changes in accounting principle 
Net income 



States of Change in Equity 

When a balance sheet is issued, the FASB requires disclosure of the changes in 
each separate shareholders equity account. This requirement satisfies the FASB’s 
suggestion that complete financial statements should include investments by and 
distributions to owners during the period. The required states of change in equity 
is intended to help external users assess how changes in the company’s financial 
structure mav affect its financial flexibility. 

Major Components and Classifications 

Shareholders’ equity includes several components: capital stock (par value of 
preferred and common shares), additional paid-in capital, retained earnings, and 
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accumulated other comprehensive income. Capita! stock is the par value (or face 
value) for the shares, and additional paid-in capital is the amount paid for the shares 
in excess of par. Thus, these two categories combine to form contributed capital, also 
called paid-in capital. Retained earnings can be subdivided into general earnings 
retained for company use and appropriated earnings set aside for some purpose. 



Format of Financial Information 

The statement of changes in equity usually lists information in the following order: 

• Beginning balance for the period 

• Additions 

• Deductions 

• Ending balance for the period 

Figure 1 A-4 shows a sample statement of changes in equity. This example shows 
the statement listed in a columnar format for a company with only common stock 
outstanding. 



Figure 1 A-4 Statement of Changes in Equity 



Robin Manufacturing Company 
Schedule of Changes in Shareholders' Equity 
for Year Ended December 31, Year 1 (Y1) 



Common Additional 
Stock, Paid-In Retained 

$1 Par Capital Earnings Total 



From 


Balance, Jan. 1, Y1 




$345,520 


$90,251 


$460,451 




income 

statement 


— ► Net income 


$24,680 




151,330 


151,330 




(Figures 


Cash dividends paid 






(33,330) 


(33,330) 




IA-1 and 
1A-2) 


Common stock 




14,800 




15,800 




issued 


1,000 








To balance 
sheet 




Balance, Dec. 31, Y1 


$25,680 


$360,320 


$208,251 


$594,251 , 












* 














(Figure 1A-6) 



Balance Sheet 

The balance sheet (sometimes called a statement of financial position) is an essential 
tool in assessing the amounts, timing, and uncertainty of prospective cash flows. It 
is referred to as the balance sheet because of the balance expressed by the accounting 
equation: 



Assets = Liabilities + Shareholders^ Equity 
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Alternatively, equity equals assets less liabilities, which is also known as net 
assets. The balance sheet provides a snapshot of the company’s assets and the claims 
on those assets at a specific point in time. 

While the balance sheet does not claim to show the value of the entity, along 
with the other statements and other information, it should allow external users to 
make their own estimates of the entity’s value. 

The balance sheet helps users evaluate the capital structure of the entity and 
assess the entity’s liquidity, solvency, financial flexibility, and operating capability. 

The balance sheet is also essential in understanding the income statement. 
Revenues and expenses reflect changes in assets and liabilities, so an analyst must 
evaluate both statements together. 

Major Components and Classifications 

The balance sheet is divided into three sections: assets, liabilities, and shareholders’ 
equity. These classifications are designed to group similar items together so they can 
be analyzed more easily. Assets are listed with the most liquid items first and the least 
liquid last. Liabilities are listed in the order in which they become due. In the case of 
equity, the items that have most claim to the equity are listed before items with less 
claim. Figure 1 A-5 summarizes the general subdivisions of each category. 



Figure 1 A-5 Balance Sheet Components 




Assets 


Current assets (cash, accounts receivable 
(A/Rl, inventory, etc.) 

Long-term investments 

Property, plant, and equipment (PP&E) 


Intangible assets (patents, goodwill, 
etc.) 

Other assets 


Liabilities 


i 

Current liabilities (accounts payable (A/P), 
interest payable, current portion of long- 
term debt, etc.) 


Long-term liabilities (bonds, 
mortgages, etc.) 

Other liabilities 


Shareholders' equity 


Capital stock 

Treasury stock (contra equity) 
Additional paid-in capital 


Accumulated other comprehensive 
income 

Retained earnings 



The components of assets, liabilities, and equity are more thoroughly discussed 
in Topic 2 of this section. 



Format of Financial Information 

The two most common formats for the balance sheet are the account form and 
the report form. All styles of balance sheets break down the assets, liabilities, and 
shareholders’ equity into the categories listed in Figure 1A-5 (current assets, etc.). 
The account form lists assets on the left side and liabilities and shareholders’ equity 
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on the right side. The report form, shown in Figure 1A-6, lists assets at the top 
and liabilities and shareholders* equity af the bottom. These two formats follow 
the accounting equation: The sum of all assets equals the sum of all liabilities and 
shareholders’ equity. Outside the United States, other balance sheet formats are 
used, such as the financial position form, which deducts current liabilities from 
current assets to show working capital. 



Figure 1A-6 Balance Sheet 



Robin Manufacturing Company 
Balance Sheet 
December 31, Year 1 



Assets 

Current assets: 



Cash and short-term investments 


$24,628 


Trade receivables, net of $30K allowance 


552,249 


Other receivables 


18,941 


Note receivable— related party 


80,532 


Inventory 


252,567 


Prepaid insurance 


7,500 


Total current assets 


936,417 


Fixed assets: 




Property and equipment 


209,330 


Less: Accumulated depreciation 


(75 f 332) 


Net fixed assets 


133,998 


Total assets 


$1,070,415 


Liabilities and Equity 




Current liabilities 




Accounts payable 


$175,321 


Accrued expenses 


2,500 


Current portion of long-term debt 


36,000 


Line of credit 


145,000 


Total current liabilities 


358,821 


Long-term debt 


117,343 


Total current and long-term liabilities 


476,164 




^narenoiaers equity: 




From states 


— Common stock, par 


25,680 


of change in 


— ► Additional paid-in capital 


360,320 


equity 


— * Retained earnings 


208,251 


(Figure 1A-4) 


— ► Total shareholders' equity 


594,251 




Total liabilities ar id shareholders' equity 


$1,070,415 



In Figure 1A-6, the assets and liabilities are also categorized by their levels of 
financial flexibility. For example, current assets are shown separately from fixed 
assets. 
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Statement of Cash Flows 



Cash is a company’s most liquid resource, and therefore it afFects liquidity, operating 
capability, and financial flexibility. FASB ASC Topic 230, Statement of Cash Flows 
(formerly SFAS No. 95), says that a statement of cash flows “must report on a 
company’s cash inflows, cash outflows, and net change in cash from its operating, 
financing, and investing activities during the accounting period, in a manner that 
reconciles the beginning and ending cash balances ” The statement helps interested 
parties determine if an entity needs external financing or is generating cash flows, 
meeting obligations, and paying dividends. Keep in mind that a company could have 
high income but still have negative cash flow. 



Components and Classifications 

Cash receipts and cash payments are classified in the statement of cash flows as 
related to operating, investing, or financing activities. 

Operating Activities 

Cash flows from operating activities are those related to the normal course of 
business. Any transaction that does not qualify as an investing or financing 
activity is included in the operating activity section. Examples of cash inflows 
include cash receipts from sales of any kind, collection of A/R, collection of 
interest on loans, and receipts of dividends. Cash outflows include cash paid to 
employees, suppliers, and the Internal Revenue Service (IRS) and to lenders for 
interest. 

Statements that are compliant with generally accepted accounting principles 
(GAAP) use accrual accounting, so net income includes noncash revenues (e.g., 
uncollected credit sales) and noncash expenses (e.g., unpaid expenses). Other items 
that accrual accounting includes are depreciation, depletion, amortization, and 
other costs that were incurred in prior periods but are being charged to expenses 
in the current period. These items reduce net income but do not affect cash flows 
for the current period. Therefore, these items are added back when determining net 
cash flow from operating activities. 

Examples of noncash expense and revenue items that must be added back to 
net income include those listed next. 

• Depreciation expense and amortization of intangible assets 

• Amortization of deferred costs, such as bond issue costs 

• Changes in deferred income taxes 

• Amortization of a premium or discount on bonds payable 

• Income from an equity method investee 

To determine operating cash flows, FASB ASC Topic 230, Statement of Cash 
Flows, allows entities to use either the indirect method or the direct method. 
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Indirect Method 

The indirect method, or reconciliation method, is the most popular method of con- 
verting net income to net cash flow from operating activities. It starts with net 
income and then adjusts it by adding back noncash expenses and paper losses and 
subtracting noncash revenues and paper gains that have no effect on current period 
operating cash flows. Additional adjustments are made for changes in current asset 
and liability accounts related to operations by adding or subtracting amounts, as 
shown in Figure 1 A-7. For example, an increase in A/R (a current asset) would be 
subtracted from net income to arrive at operating cash flows because it means that 
the amount of cash collected from customers is less than the amount of accrual rev- 
enue reported. See Figure 1 A-7 for an example of the indirect method. 



Figure 1A-7 Cash Flows from Operating Activities— Indirect Method 

Net income 

+ Noncash expenses (typically depreciation and amortization expenses) 

- Gains from investing and financing activities 
-r Losses from investing and financing activities 
+ Decreases in current assets 

- Increases in current assets 

+ Increases in current liabilities 

- Decreases in current liabilities 

+ Amortization of discounts on bonds 

- Amortization of premiums on bonds 
Operating cash flow 



Direct Method 

In the direct method, or income statement method, net cash provided by operating 
activities is calculated by converting revenues and expenses from the accrual basis 
to the cash basis. Although the FASB encourages the use of the direct method, it is 
rarely used. Furthermore, if the direct method is used, the FASB requires that the 
reconciliation of net income to net cash flow from operating activities be disclosed in 
a separate schedule. Figure IA-8 shows how a direct method statement is arranged. 
(The figure includes sample amounts for illustration.) 

Investing Activities 

Most items in the investing activities section come from changes in long-term asset 
accounts. Investing cash inflows result from sales of PP&E, sales of investments in 
another entity’s debt or equity securities, or collections of the principal on loans to 
another entity. (Interest is included in operating cash flows.) Investing cash outflows 
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Figure 1 A-8 Cash Flows from Operating Activities— Direct Method 



Cash received from customers 


$100,000 


Cash paid to suppliers 


(40,000} 


Cash paid for interest 


(5,000) 


Cash paid for taxes 


(10,000) 


Cash paid for operating expenses 


(25,000) 


Cash provided by operating activities 


$20,000 



result from purchases of PP&E, purchases of other companies 5 debt or equity secu- 
rities, and the granting of loans to other entities. 

Financing Activities 

Most items in the financing activities section come from changes in long-term lia- 
bility or equity accounts. Financing cash inflows come from the sale of the entity’s 
equity securities or issuance of debt, such as bonds or notes. Cash outflows consist 
of payments to stockholders for dividends and payments to reacquire capital stock 
or redeem a company's outstanding debt. In other words, investing activities involve 
the purchase or sale of fixed assets and investments in another company’s securi- 
ties, while financing activities involve the issuance and redemption of a company's 
own equity and debt securities. 

Footnotes 

The statement of cash flows requires footnote disclosure of any significant noncash 
investing and financing activities, such as the issuing of stock for fixed assets or 
the conversion of debt to equity. In addition, when the indirect method for cash 
flow from operations is used, both interest paid and income taxes paid need to be 
disclosed. 



Example of a Statement of Cash Flows 

The statement of cash flows shown in Figure 1 A-9 illustrates the more commonly 
used indirect approach for calculating operating cash flows. Cash flows from each 
category (operating, investing, and financing) are separately classified and totaled. 
The sum of cash inflows (or outflows if negative) from these three categories equals 
the net increase or decrease in cash for the period. This net cash inflow (outflow) is 
added to (subtracted from) the cash balance at the beginning of the year to obtain 
the cash balance at the end of the year (highlighted in gray). Thus the cash flow 
statement explains the net change in the amount of cash and cash equivalents 
(short-term, highly liquid investments that are close to maturity) from the begin- 
ning to the ending balance sheet. 
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Figure 1A-9 Statement of Cash Flows— indirect Method 

L 



Operating Activities 

$151,330 

75,332 
(31.445) 
(4,165) 
6.740 
4,543 
3,984 
(4,950) 
(1,255) 
200,114 



From — ► Net income 

income Adjustments to convert net income to a cash basis: 

statement Depreciation and amortization charges* 

(Figures Decrease (increase) in accounts receivable 

1A-1 and Increase (decrease) in merchandise inventory 

1A-2) Increase (decrease) in accounts payable 

— . =1 Increase (decrease) in accrued wages and salaries payable 

increase (decrease) in accrued income taxes payable 
Increase (decrease) in deferred income taxes 
Gain on sale of store 

Net cash provided by operating activities 



Investing Activities 

Additions to property, buildings, and equipment (123,730) 

Proceeds from sale of store 3,980 

Net cash used in investing activities (119,750) 



From 
states of 
change 
in equity 
(Figure 
1A-4) 





Financing Activities 

Increase (decrease) in notes payable 


1.100 


— ► 


Increase (decrease) in additional paid-in capital 


14,800 




Increase (decrease) in long-term debt 


(50,500) 


— ► 


Increase (decrease) in common stock 


1,000 


— ► 


Cash dividends paid 


(33.330) 




Net cash used in financing activities 


(66,930) 




Net increase in cash and cash equivalents 


13,434 




Cash and cash equivalents at beginning of year 


11,194 




Cash and cash equivalents at end of year 


$24,628 



Note: Changes in various asset and liability accounts (e g., increases/decreases) can be 
obtained by comparing two consecutive years' balance sheets. 

* Depreciation and amortization charges are included in the income statement as part 
of administrative expenses. 

'Gain on sale of store is included in the income statement as part of other revenue. 



To balance 
sheet 

(Figure 

1A-6) 



Limitations of the Financial Statements 



Limitations of the financial statements are listed next. 

• Historical cost. Most asset accounts of a nonfinancial nature are reported at 
historical cost. While historical cost measures are considered reliable because 
the amounts can be verified, they are also considered less relevant than fair 
value or current market value measures would be for assessing a firm’s current 
financial position. 

• Different accounting methods. Employing different accounting methods will 
yield different net incomes. Each choice of two or more accounting methods 
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will further change the results reported, making the task of comparing differ- 
ent entities very difficult, even when these methods are disclosed. 

• Omit nonobjective items of value. Financial statements exclude valuable assets 
that are of financial importance but cannot be objectively expressed in num- 
bers. For example, the value of human resources, intangibles such as brand 
recognition and reputation, or the value of the entity's customer base cannot 
be exactly or reliably estimated, so they are not included on the balance sheet. 
Therefore, the balance sheet does not purport to measure the value of the com- 
pany as a whole. 

• Use of estimates and judgments. Financial statements incorporate the use 
of numerous estimates and professional judgments. Differences in estimates 
mean that the income statements for two or more entities may be difficult to 
compare. Common estimates include the amount of receivables allocated to 
an allowance for doubtful accounts and the useful life and salvage value of a 
piece of equipment. 

• Off-balance-sheet information. Transactions may be recorded in a way that 
avoids reporting liabilities and assets on the balance sheet, for example, with an 
operating lease. The Sarbanes-Oxley Act of 2002 (SOX) requires publicly traded 
firms to disclose off-balance-sheet information in their filings with the SEC. 

• Noncash transactions. The statement of cash flows omits noncash transactions, 
such as the exchange of stock for a property, exchanges of nonmonetary assets, 
conversion of preferred stock or debt to common stock, or issuing equity secu- 
rities to retire a debt. Disclosure of any noncash transactions that affect assets 
or liabilities would be reported in a note or a supplemental schedule. 



Footnotes/Disclosures to Financial Statements 



Footnotes or disclosures to financial statements are used when parenthetical expla- 
nations would not suffice to describe situations particular to the entity. Typical 
disclosures include contingencies, contractual situations, accounting policies, and 
subsequent events. 

Contingencies 

Contingencies are material events with an uncertain outcome dependent on the 
occurrence or nonoccurrence of one or more future events. Contingencies can be 
either gain contingencies or loss contingencies. To avoid the premature recognition 
of income before its realization, accounting recognition is not given to gain contin- 
gencies. However, loss contingencies must be recognized when it is both probable 
that a loss has been incurred and the amount of the loss is reasonably estimable. 
Other material loss contingencies should be disclosed in the footnotes to the finan- 
cial statements; gain contingencies may also be disclosed. 

Loss contingencies result from situations such as pending litigation, war- 
ranty and premium costs, environmental liabilities, and self-insurance risks. Gain 
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contingencies result from pending litigation (where the outcome is favorable to the 
company), possible refunds of disputed tax amounts, and tax loss carryforwards. 



Contractual Situations 

Contractual agreements, such as pension obligations, lease contracts, and stock 
option plans, are required to be disclosed in the notes to financial statements. Other 
significant items should also be included. Contractual situations may require an 
entity to restrict certain funds, for example, and analysts need to understand how 
such provisions will affect the entity’s financial flexibility. 



Accounting Policies 

Whenever GAAP or industry-specific regulations allow a choice between two or 
more accounting methods, the method selected should be disclosed. FASB ASC 
Topic 235, Notes to Financial Statements (formerly Accounting Principles Board 
(APB) Opinion No. 22), states that “a description of all significant accounting poli- 
cies of the reporting entity should be included as an integral part of the financial 
statements.” 

ASC Topic 235 notes that three types of accounting disclosures related to rec- 
ognition and asset allocation should be made: 

1. Selection between acceptable alternatives 

2. Selection of industry-specific methods 

3. Unusual or innovative applications of GAAP 

Most companies prepare a separate note, "Summary of Significant Accounting 
Policies,” in which they report on the methods used to recognize revenue, calculate 
depreciation, value inventory, and measure other amounts reported on the finan- 
cial statements. 

Subsequent Events 

It may take weeks or even months to issue the annual report after the accounting 
period has closed, and significant business events and transactions may occur during 
this period. A subsequent event is an event occurring between the balance sheet date 
and the issuance date of the annual report. If the event provides additional evidence 
about conditions that existed as of the balance sheet date and alters the estimates used 
in preparing the financial statements, then the financial statements should be adjusted. 

Subsequent events that provide evidence regarding conditions that did not exist 
on the balance sheet date should be disclosed in a note, supplemental schedule, or 
pro forma statement. 

In addition to the disclosures mentioned already, Figure 1 A-10 lists other major 
areas that require some form of disclosure beyond the information presented in the 
financial statements. 

These disclosures are covered in more detail throughout the rest of this book. 
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Figure 1 A-10 Summary of Required Footnotes/Disclosures 



Category 


Footnote/Disclosure 


Inventories 


Valuation basis (net realizable value, cost, lower of cost or market) 

Cost flow assumption (specific identification; average cost; first in, first out [FIFO]; last in, first 
out [UFO]) 

Inventory classifications (purchases, raw materials, work-in-process accounts, finished goods, 
supplies); classified separately only if significant 

Product financing arrangements, if any 
FIFO equivalent if the company uses UFO 


Revenue 


Policy on revenue recognition 


Accounts receivable 


Collectibility 
Collection policy 
Determination of bad debt 
Allowance for bad debt 


PP&E 


Valuation basis 

Depreciation expenses for the period 

Accumulated depreciation at the balance sheet date 

Depreciable asset balances by major class (either by nature or function) 

General description of the depreciation methods used by major class of depreciable asset 


Intangibles 
(e.g., patents) 


Description of the nature of the intangible 
Amount of amortization expense for the period 
Method and period of amortization 
Remaining useful life of the intangible 


Bonds payable 


Par value 

Stated and effective interest rate 
Call provisions 
Maturity date 


Preferred stock 


Par or stated value 

Changes in the number of shares authorized, issued, and outstanding for the period 
Dividend rate 

Special features of the preferred stock (convertible, cumulative, participating) 
Dividends in arrears 


Common stock 


Par or stated value 

Changes in the number of shares authorized, issued, and outstanding for the period 
Dividends declared (amount and type) 


Other 


Amount, nature, duration, and other significant provisions of any restrictions on retained 
earnings 

Prior period adjustments 

Employee plans, such as an employee stock option plans (ESOPs) 
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Users of Financial Statements . 



Financial statements are intended to aid in decision making. The most efficient 
companies will attract investors or will be granted credit first and will also be more 
likely to produce a higher return on investment. Moreover, a company becomes 
efficient partly through the proper allocation of its internal resources to those 
areas most likely to produce a profit. Financial statements are an integral part 
of the decision-making process for users both internal to the organization and 
external to it. 



Internal and External Users 

Internal Users 

Internal users need financial statements (plus other sources of information) for 
internal decision making. The information is used to plan and control operations 
on both a short-term and long-term basis. The quality of these decisions will have 
an impact on how internal resources are allocated, how profitable the organization 
is, and, ultimately, whether the organization will survive. Internal users of finan- 
cial statements include executives, managers, management accountants, and other 
employees (such as those with stock options or investments in the organization). 
Unlike external users, internal users may request or generate any type of informa- 
tion that is available in their accounting system. The potential of misuse of such 
information requires an organization to place internal controls on the use and 
access to such information, but not to the extent that the internal decision makers 
cannot access the information in a timely manner. 

External Users 

External users are any interested parties who must rely on the published finan- 
cial statements and other publicly available information of an entity when making 
investment decisions. Some external users, such as lending institutions, may be in a 
position to demand additional information from an entity that is not publicly avail- 
able. As mentioned earlier, the FASB defines external users as current and potential 
investors and creditors (and their advisors) who have a reasonable understanding 
of business and economics and who are willing to study the information with rea- 
sonable diligence. Investors, creditors, unions, analysts, financial advisors, com- 
petitors, and government agencies are all external users of information. Investors 
include individuals and other corporations. Creditors include lending institutions 
and suppliers of raw materials and other goods. 

Needs of External Users 

Creditors and investors comprise the two main sources of capital for publicly traded 
entities, so primary focus of financial statements is the needs of these two types of 
users. According to the FASB, financial reporting should provide information that 
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is useful to external users in making reasoned choices among alternative invest- 
ment, credit, and similar decisions. Users cannot absorb infinite amounts of data, 
and too much information may obscure the most relevant measures of the success 
of a business. Therefore, the goal of accounting is to summarize the vast amount of 
information into understandable reports and disclosures. The FASB’s statements 
are intended to require a minimum level of disclosure, but it is still up to each entity 
to make this information user friendly. 

Needs of Investors and Creditors 

Financial information must be relevant and reliable for it to be useful, and relevance 
means that it must also be presented in a timely fashion. Investors and lenders are 
interested in both a return of their investment and a return on their investment. 
They receive a return of their investment only if the organization can maintain its 
capital. They receive a return on their investment through dividends and interest. 
Investors in the stock market receive a return on their investment if the market 
perceives that the company is doing well. Actual or potential investors have or 
are considering a direct ownership stake in an entity, and they need financial 
information primarily to decide whether to initiate or continue this relationship 
(i.e., buy, hold, or sell the firm’s securities). 

Actual or potential creditors are interested in the ability of the entity to com- 
ply with debt covenants. The four decisions they are concerned with are to extend 
credit, maintain credit, deny credit, or revoke credit. Creditors are also interested 
in financial statements to determine the risk level of their loan. Lending institu- 
tions expect a higher return on investment for more risky endeavors and will make 
low-return investments only when the risk is similarly low. Therefore, the entity’s 
credit rating is of particular importance. The credit rating is based primarily on 
the entity’s liquidity, solvency, and financial flexibility, all of which are determined 
from the entity’s financial statements and other disclosures. 

Other users of financial statements include stock exchanges (for rule making, 
listings, and cancellations), unions (for negotiating wages), and analysts (for advis- 
ing others). 
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O Knowledge Check: 

Financial Statements 

_ - . 

The next questions are intended to help you check your understanding and recall of 
the material presented in this topic. They do not represent the type of questions that 
appear on the CMA exam. 



Directions: Answer each question in the space provided. Correct answers and 
section references appear after the knowledge check questions. 



1. On the statement of cash flows, which of the following is included in the 
operating activities section? 

□ a. Purchase of equipment 

□ b. Purchase of treasury stock 

□ c. Issuing 1,000 shares of common stock 

□ d. Income taxes paid 



2. On the balance sheet, which of the following accurately describes the order 
in which items are listed? 



□ a. Assets are listed from most to least liquid; liabilities are listed in the 

order in which they become due. 

□ b. Assets and liabilities are listed in the order in which they become 

due; equity is listed from least to most liquid. 




□ c. Assets are listed from least to most liquid; liabilities are listed in the 

order in which they become due. 

□ d. Assets and liabilities are listed from most to least liquid; equity is 

listed in the order in which the items are used. 

True or false? The balance sheet does not show the value of the entity. 

□ a. True 

□ b. False 

True or false? The income statement presents the following items net of tax; 
gains and losses from discontinued operations, and extraordinary items. 

□ a. True 

□ b. False 
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Knowledge Check Answers: 
%£l Financial Statements 




1. On the statement of cash flows, which of the following is included in the 
operating activities section? [See Balance Sheet.] 

□ a. Purchase of equipment 

□ b. Purchase of treasury stock 

□ c. Issuing 1,000 shares of common stock 
0 d. Income taxes paid 

2. On the balance sheet, which of the following accurately describes the order 
in which items are listed? [See Multiple-Step Income Statement.] 

0 a. Assets are listed from most to least liquid; liabilities are listed in the 
order in which they become due. 

□ b. Assets and liabilities are listed in the order in which they become 

due; equity is listed from least to most liquid. 

□ c. Assets are listed from least to most liquid; liabilities are listed in the 

order in which they become due. 

□ d. Assets and liabilities are listed from most to least liquid; equity is 

listed in the order in which the items are used. 

3. True or false? The balance sheet does not show the value of the entity. [See 
Multiple-Step Income Statement.] 

0 a. True 

□ b. False 

4. True or false? The income statement presents the following items net of tax: 
gains and losses from discontinued operations and extraordinary items. [See 
Format of Financial Information.] 

0 a. True 

□ b. False 



TOPIC 2 



J 



Recognition, Measurement, 
Valuation, and Disclosure 



T his topic covers the recognition, measurement, valuation, and disclosure 
requirements of accounting transactions and specific accounts within a com- 
pany’s financial statements. In that regard, and because of the increasing use of 
fair value measurement in accounting transactions over the past decade, which 
have helped promote relevance in financial reporting and, consequently, better and 
more informed decisions, this topic begins by discussing current fair value account- 
ing standards and the FASBs framework for integrating fair value measurements 
and disclosures into the financial reporting process as appropriate. The topic con- 
cludes with a comparison of International Financial Reporting Standards (IFRS) 
and U.S. GAAP as those standards relate to key financial statement accounts and 
transactions. 




READ the Learning Outcome Statements (LOS) for this topic as found in 
Appendix A and then study the concepts and calculations presented here to 
be sure you understand the content you could be tested on in the CMA exam. 



Fair Value Standards and Measurements 



Financial Accounting Standards Codification (ASC) Topic 820, Fair Value 
Measurements and Disclosures (formerly FASB Statement) No. 1 57 defines fair value 
and establishes a framework for measuring fair value uniformly for various accounts 
and accounting transactions, A fair value measurement assumes that the asset or 
liability is exchanged in an orderly transaction between market participants on the 
measurement date. When a principal market exists, the price at that market is the 
fair value. However, in situations where a principal market does not exist, the price 
at the “most advantageous” market would be used to determine the fair value if there 
are multiple markets for the asset or the liability. Additionally, a fair value measure- 
ment assumes the highest and best use of the asset by market participants. In broad 
terms, the phrase highest and best use refers to use of an asset that would maximize 
the value of the asset. Best use is determined based on the use of the asset by mar- 
ket participants even if the intended use is different. For example, if a land in prime 
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residential neighborhood is acquired to build a warehouse, the fair value of the land 
would be the value if it were used for residential purposes. 

In order to determine fair value, three approaches are suggested: market 
approach, income approach, and cost approach. The market approach uses prices 
generated by transactions involving identical or comparable assets. The income 
approach uses valuation techniques to convert future amounts to a single dis- 
counted present amount. The cost approach is based on the replacement value of 
the asset (i.e., the amount required to replace the asset). 

To increase consistency and comparability in fair value measurements, a fair 
value hierarchy is created to prioritize the inputs to valuation techniques to deter- 
mine the fair value. This hierarchy gives the highest priority to quoted prices in active 
markets (Level 1) and lowest priority to unobservable inputs (Level 3). In the inter- 
mediate, the input could be determined indirectly from the values of related assets, 
which have quoted prices in active markets (Level 2). The disclosure in the finan- 
cial statement has to include the classification of assets into these three categories. 

Using fair value in financial reporting, as opposed to cost-based reporting, 
provides more current information about the valuation of assets in comparison to 
using historical cost. Many financial institutions and investors rely on fair values 
to make decisions that involve financial assets and liabilities. In many cases, fair 
value represents the market's expectations about expected future cash flows that 
may be derived from such assets or liabilities. Fair value makes it possible to com- 
pare financial instruments (assets or liabilities) that embody the same economic 
characteristics, regardless of when they were issued or purchased, when making 
decisions to buy, hold, or sell those financial instruments. The disadvantages of 
using fair value include increased volatility in the value of the asset and uncertainty 
as to the reliability of estimates related to the flexibility in the estimate of the fair 
value of those instruments. 

In May 201 1 the International Accounting Standards Board issued IFRS No. 13, 
Fair Value Measurement , which aligns with ASC Topic 820. This new guidance 
established a single source framework for fair value measurement and set forth 
requirements for fair value disclosure smiliar to that of U.S. GAAP. 

Cash and Marketable Securities 



Cash 

Cash is any coin, currency, funds available on deposit, money order, certified check, 
cashiers check, personal check, bank draft, or savings account. To be reported as 
cash on the balance sheet, the cash must be readily available for payment of cur- 
rent liabilities, and it must not include any contractual restrictions or limits on its 
use to pay current liabilities. 

Cash Equivalents 

Cash equivalents are marketable securities with maturities of less than three 
months at the time of acquisition. Short-term commercial paper is a common form 
of cash equivalent. Cash equivalents often are grouped with cash. 
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Restricted Cash 

Restricted cash is cash that is set aside to fulfill the terms of an agreement or for some 
future use. Restricted cash may include compensating balances, dividend funds, or 
payroll funds. When the amounts are not material, they can be reported with cash, 
but if material, they are reported separately as a current or long-term asset. Restricted 
cash is a current asset if it will be used to pay liabilities within a year or the operating 
cycle, wh ichever is longer. Otherwise it is reported as a long-term asset, such as a plant 
expansion fund or fund for the retirement of a specific long-term debt. 

Compensating Balances 

Many lenders include a compensating balance requirement as part of a loan provi- 
sion, especially in the case of open or revolving lines of credit. These compensating 
balances are minimum balance requirements designed to offset part of the risk of 
lending. Compensating balances may or may not be restricted. They can be used 
not only for loans but also for the assurance of available future credit and as indirect 
compensation for services such as check cashing or lockbox management. 

The Securities and Exchange Commission (SEC) recommends that legally 
restricted compensating balances be reported as separate items under cash and cash 
equivalents if the balance is held against short-term borrowing arrangements and as 
noncurrent assets (investments or other assets) if the balance is held against long- 
term borrowing arrangements. Compensating balance arrangements that do not 
have legal restrictions on their use should be disclosed in the notes to the statements. 

Marketable Securities 

Investments in individual marketable securities that are expected to be con- 
verted to cash within one year are classified as current assets. Investments in 
marketable equity securities are valued at fair value on the balance sheet. The 
disposition of unrealized gains and losses that arise when these investments are 
marked to market value depends on whether the securities are classified as part 
of the trading or available-for-sale investment portfolios. Investments in market- 
able debt securities are accounted for similarly, except that certain debt invest- 
ments are classified as held-to-maturity securities and valued at amortized cost 
rather than at fair value. Accounting for the gains and losses on equity and debt 
investments under Financial Accounting Standards Board (FASB) Accounting 
Standards Codification (ASC) Topic 320, Investments : Debt and Equity Securities 
(formerly addressed in FASB Statement No. 1 15) is discussed in more detail later 
in this topic. Money market funds, money market savings certificates, certificates 
ot deposit (CDs), and short-term commercial paper are classified as temporary 
investments on the balance sheet because they contain restrictions on their avail- 
ability or penalties for withdrawal. 

Recording and Valuation 

Marketable securities are initially recorded at their acquisition price plus all inci- 
dental costs, such as brokerage fees or taxes. If a marketable security is received 
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as a noncash payment or trade, valuation can be based on the more reliable of the 
fair market value of either the stock or the item traded. Marketable securities are 
generally carried at market value because they are by definition generally tradable. 
However, in a limited number of situations, marketable securities could be reported 
at historical cost. 

Market Value 

Marketable securities are revalued at the current market price at the time of state- 
ment preparation. Rises and falls in the price are reported as gains and losses on 
the income statement if related to trading securities and as unrealized gains and 
losses in other comprehensive income (stockholders' equity) if related to available- 
for-sale securities. Market value is more relevant than historical cost for reporting 
liquidity and financial flexibility because it is the current price to acquire or sell the 
security. Market value is reliable because the price can be determined definitely. 
ASC Topic 320 prescribes (fair) market value accounting for all securities except 
held-to-maturity debt instruments. 



Accounts Receivable 



Receivables are claims against a customer for cash, goods, or services. Accounts 
receivable (A/R) is a subset of receivables and is detailed in this section. Receiv- 
ables result from sellers extending credit to buyers in order to increase sales. 
Receivables are considered liquid but not as liquid as cash because some accounts 
probably will not be paid. 

Types of Receivables 

Receivables are classified as current or noncurrent, trade or nontrade. Trade receiv- 
ables include accounts receivable and notes receivable. Each of these classifications 
is detailed below. Current receivables are due to be collected within the longer of a 
year or the current operating cycle. Noncurrent receivables are due after one year 
or the current operating cycle, whichever is longer. 

Trade Receivables 

Trade receivables are the most common form of receivable because they arise from 
the normal operations of an entity: credit sales of goods and services. 

• Accounts receivable (A/R), Accounts receivable are promises to pay for a good 
or service delivered. Most receivables have 30- or 60-day net payment terms 
and therefore are usually current receivables, but wide variations exist in terms. 
Accounts receivable are also called “open accounts." 

• Notes receivable. Notes receivable are more formal trade receivables because 
they require a written promise to pay on a specified date. They can be either 
current or noncurrent. 
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Nontrade Receivables 

Nontrade receivables contain all types other than those involved in daily opera- 
tions, including damage deposits and other guarantee deposits; advances to officers 
or to subsidiaries; dividends and interest receivable; and claims against insurance 
companies, common carriers, lawsuit defendants, the government, and customers 
for returned, lost, or damaged goods. Nontrade-receivables usually are reported as 
separate items on the balance sheet. 



Impact of Sales Practices on A/R Balances 

Accounts receivable are subject to trade discounts and cash discounts. 

Trade Discounts 

Trade discounts (or volume or quantity discounts) allow a business to list a sin- 
gle price in a catalog and then sell the item to various types of customers, such as 
wholesale and retail customers, at different percentage discounts from the list price. 

Cash Discounts 

Cash discounts are incentives for early or prompt payment. Buyers can apply this 
type of discount automatically if they make payment by the specified deadline. 
Cash discounts are expressed in shorthand, such as 2/10, n/30 (2 in 10, net 30). 
This means a 2% discount is available if payment is made within 10 days or the net 
amount (undiscounted or gross amount) is due within 30 days. A discount of 2/10 
net 30 not taken represents an opportunity cost of 37.25%: 

_ _ Discount % 365 

Effective Cost or Discount = x 

( 100 - Discount %) (Net Period - Discount Period) 



0.02 365 

x = 0.02041 x 18.25 = 37.25% 

(0.98) 30-10 



Because the firm presumably can borrow funds for less than this rate, it would 
be cheaper to borrow funds to pay within the discount period than to use the 
extended payment period. 

Cash discounts can be recorded at either their gross amount or their net amount. 
Most companies record sales and receivables using the simpler gross method. 

• Gross method. The gross method records each receivable and sale at the gross or 
undiscounted amount. Then sales discounts are recognized in accounting entries 
if the payment is received within the deadline for the discount. On the income 
statement, net sales are determined by deducting sales discounts from gross sales. 

• Net method. The net method records each receivable and sale at the net 
amount, assu ming all discounts are taken. It more fully embraces the matching 
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principle, because it provides an allowance for expected discounts to be taken 
and charges these against sales in the period of the sale, thus recording the sale 
at closer to its realizable value. To account for unused sales discounts, another 
revenue item account called saies discounts forfeited is created in which adjust- 
ing entries are recorded. Figure 1 A-l 1 shows how a receivable of $100,000 with 
terms of 1/10, n/30 would be recorded under each method, assuming that half 
of the purchase is paid for within the discount period. 



Figure 1A-11 Gross and Net Method Accounting for Cash Discounts on Accounts 
Receivable 



Gross Method 


Net Method 


On July 1, sale made: 

A/R $100,000 

Sales $100,000 


A/R $99,000 

Sales $99,000 


On July 10, payment of $50,000 received: 




Cash $49,500 

Sales discounts $500 

A/R $50,000 


Cash $49,500 

A/R $49,500 


On July 30, payment of $50,000 received: 




Cash $50,000 

A/R $50,000 


A/R $500 

Sales $500 

discounts 
forfeited 

Cash $50,000 

A/R $50,000 



Sales Returns and Allowances 

When a customer returns goods purchased on credit or receives an allowance (price 
discount) for imperfect goods, the seller credits accounts receivable and debits sales 
returns and allowances (a contra account to sales). However, certain companies 
experience such high rates of returns that they initially record sales net of an esti- 
mate for the expected returns and establish an allowance for sales returns as a 
contra account to accounts receivable. Sales returns and allowances are covered in 
more depth later in this topic. 



Maturity Value versus Present Value in Trade Receivables 

ASC Topic 835, Interest (formerly APB Opinion No. 21), indicates that long-term receiv- 
ables should be recorded at their present values but specifically exempts trade receivables 
due to their short collection times. Trade receivables should instead be recorded at their 
maturity value, which in the case of a 30- or 60-day receivable is a small enough dif- 
ference from the present value to make the difference immaterial. Generally accepted 
accounting principles (GAAP) allow for nonrecognition of present value for normal 
business receivables due in customary trade terms not exceeding one year. 
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However, trade receivables must be valued and reported at their net realizable 
value. The net realizable value (NRV) for trade receivables is the net amount of 
cash that the company expects to receive, excluding an estimate of uncollectible 
amounts (bad debt expense) and of expected returns (if there is a return policy). 
Note that NRV for trade receivables does not reflect the time value of money, and 
hence present value calculations are not included. 



Valuation and Uncollectible Accounts 

Sales made on account raise the possibility that a firm may not be able to collect the 
full amount of accounts receivable. The two most commonly used methods of record- 
ing bad debt expense are the direct write-off method and the allowance method. 

Direct Write-off Method 

The direct write-off method recognizes bad debt expense only after an account is 
deemed uncollectible. The direct write-off method has the advantage of simplicity 
and reliability, because no estimates are used. However, this method is generally not 
considered appropriate under GAAP because the costs are not matched against the 
revenues of the correct period and the receivables are overstated. The direct write- 
off method is required for federal income tax purposes. 

Allowance Method 

The allowance method makes an estimate of the expected uncollectible accounts 
from all credit sales or from all outstanding receivables. The allowance for doubt- 
ful accounts is netted against accounts receivable to determine net realizable value. 
This is the amount the company expects to collect. The bad debt expense is also 
reported as an operating expense. Under the allowance method, bad debt expense is 
estimated using either a balance sheet approach or an income statement approach. 

• Balance sheet approach (A/R relationship). The balance sheet approach 
evaluates historical trends between actual bad debts recorded in the past and 
accounts receivable using one of two methods: 

1. Percentage of outstanding A/R. The goal of the percentage of outstanding 
accounts receivable method is to determine the net realizable value of receiv- 
ables and report this information on the balance sheet. This method assesses 
the historical relationship between actual bad debts and accounts receivable 
over a period without identifying specific accounts. (Due dates of debts are 
not accounted for.) The resulting percentage of bad debts per average account 
receivable level is multiplied against the current accounts receivable at the 
end of a period to determine the required ending balance in the allowance 
for doubtful accounts. For example, if a company has $100,000 in accounts 
receivable at the end of a period and estimates that 4% of receivables result 
in bad debts, it multiplies that sum by 4%. The net realizable value in this 
example would be $96,000, and bad debt expense would be $4,000. However, 
if there is an existing credit balance in the allowance for doubtful accounts, 
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say of $1,000, then bad debt expense would be $3,000, because it is necessary 
to adjust the balance only to the desired level. 

2. Aging of A/R. Accounts receivable become harder to collect as more time 
passes, a fact that the previous method of estimating bad debts ignores. Aging 
of accounts receivable using an aging schedule categorizes A/R by the length 
of time the debts have been outstanding. The older the debts are, the higher 
the estimated percentage of doubtful accounts. 

Figure 1 A-12 shows an example of an aging schedule. 



Figure 1A-12 Accounts Receivable Aging Schedule 



Bounce Sporting Goods Company 
Aging Schedule 


Name of Customer 


Balance 
December 31 


Under 60 Days 


61-90 Days 


91-120 

Days 


Over 120 
Days 


East Side Sport Supply 


$54,880 


$44,800 


$10,080 






Rockford Gyms & Courts 


179,200 


179,200 








Freedom Tennis Supply 


30,800 








$30,800 


Broadway Sporting Goods 


41.440 


33.600 




17,840 






$306,320 


$257,600 


$10,080 


$7,840 


$30,800 



Summary 



Age 


Amount 


Percentage Estimated to Be 
Uncollectible 


Required Balance 
in Allowance 


Under 60 days old 


$257,600 


5% 


$12,880 


61-90 days old 


10,080 


15% 


1,512 


91-120 days old 


7,840 


20% 


1,568 


Over 120 days 


30,800 


25% 


7,700 


Year-end balance of allowance for 






$23,660 


doubtful accounts 









• Income statement approach (sales relationship). The income statement 
approach compares historical bad debts to sales using one of two methods: 

1 . Percentage of sales. The percentage-of-sales method may be used when there 
is a stable relationship between cash and credit sales. This approach is based 
on the matching principle inherent in the income statement; expenses are 
matched against revenues in the same period. The historical percentage of 
bad debts to sales is used to calculate the estimated bad debts for the period. 
For example, if a company has $100,000 in sales and it estimates that 3% of 
sales result in bad debts, then bad debt expense is $3,000. 

2. Percentage of net credit sales. When the relationship between credit sales 
and total sales varies widely over time, the percentage of sales method can- 
not be used as it is. Instead, the method can be applied using net credit sales 
in place of total sales. 
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Both of these income statement methods focus on measuring the expense for 
the period, which is added to any existing balance in the allowance account. 

Write-Offs and Collection of Write-Offs in Financial Statements 

When using the allowance method, a specific uncollectible account receivable is 
written off by debiting the allowance for doubtful accounts and crediting accounts 
receivable. The write-off confirms the previously estimated loss, so the net carrying 
value of accounts receivable on the balance sheet is not affected. Bad debt expense is 
not recorded at the time of write-off. If a written-off receivable is subsequently col- 
lected, it is first reinstated by debiting accounts receivable and crediting the allow- 
ance for doubtful accounts. Then the receipt of cash and the reduction of accounts 
receivable is recorded. 

If an account written off using the direct write-off method is subsequently col- 
lected, the amount is debited to cash and credited to a revenue account, such as 
uncollectible accounts recovered. 

Sales Returns and Allowances 

When a customer returns goods previously sold on credit, accounts receivable 
is credited and sales returns and allowances is debited, thus reducing net sales. 
However, in some industries, the return rate is so high that sales initially are 
recorded net of estimated sales returns, and an offsetting allowance for sales returns 
is established as a contra account to accounts receivable. 

Notes Receivable 

Accounts receivable are oral promises to pay; notes receivable involve written prom- 
ises to pay. A promissory note documents a note receivable and is signed by a maker 
(the entity that will owe the money) as an unconditional promise to pay a specific 
sum of money at a particular date in the future. 

Promissory notes are negotiable; they can be bought and sold by the current payee 
(the one who collects the payment and interest). Because notes are unconditional, 
they are considered fairly liquid. Notes generally are interest bearing within a stated 
rate of interest. Zero-interest-bearing notes include interest as part of their face value. 

A note maybe accepted from a customer that needs to extend the payment time 
on an existing receivable or to initiate a lending transaction. 

Short-term notes receivable generally are recorded at face value. The inter- 
est that is implied in the maturity value for such notes is considered immaterial. 
Conversely, long-term notes must be reported at the present value of the expected 
amount to be received. 

If a long-term interest-bearing note is issued and the interest stated on the note 
is equal to the effective (market) rate of interest, the note is issued at face value 
(future amount owed). When the stated rate differs from the current market rate, 
the note is issued at a discount or premium, and this amount is amortized over the 
life of a note to record the effective interest. 

These two situations are further illustrated in the sections that follow. 
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Notes Issued at Face Value 

When a note is issued at face value, the stated interest rate of the note would be the 
same as the going market rate for a new loan of similar risk, so no discount or pre- 
mium is needed. For example, a lender will lend a borrower $100,000 in exchange 
for a $100,000 three-vear note bearing 8% interest annually when the market rate 
for an investment of similar risk is also 8%. 

The present value tables in Figures 1A-13 and 1A-14 are used to calculate the 
remaining examples in this section. 



Figure 1A-13 Present Value of 1 (Present Value of a Single Sum) 





Present Valu< 




= (i + a- 


0 + /)" 


(n) Periods 


8% 


9% 


10% 


1 


.92593 


.91743 


.90909 


2 


.85734 


.84168 


.82645 


3 


.79383 


.77218 


.75132 


4 


.73503 


.70843 


.68301 


5 


.68058 


.64993 


.62092 


6 


.63017 


.59627 


.56447 


7 


.58349 


.54703 


.51316 


8 


.54027 


.50187 


.46651 


9 


.50025 


.46043 


.42410 


10 


.46319 


.42241 


.38554 



Figure 1A-14 Present Value of an Ordinary Annuity of 1 



Present Value of an Ordinary Annuity (PV - OA) n</ 


1 

(1 + if 

i 


(n) Periods 


8% 


9% 


10% 


1 


.92593 


.91743 


.90909 


2 


1.78326 


1.75911 


1.73554 


3 


2.57710 


2.53130 


2.48685 


4 


3.31213 


3.23972 


3.16986 


5 


3.99271 


3.88965 


3.79079 


6 


4.62288 


4.48592 


4.35526 


7 


5.20637 


5.03295 


4.86842 


8 


5.74664 


5.53482 


5.33493 


9 


6.24689 


5.99525 


5.75902 


10 


6.71008 


6.41766 


6.1-1457 
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The exchange price (present value of the funds) of the note is calculated as 
shown in Figure 1 A-15, where the interest charge for one period, or $8,000, is used 
to calculate the overall interest charge using the factor for an ordinary annuity (an 
annuity that uses compound interest charged at the end of each period). 



Figure 1A-15 Note Issued at Face Value 



Face value of the note 
Present value of the principal 
($100,000 PV of I J = ($100,000 0.79383) 

Present value of the interest 
($8,000 PV- OA of 1 J4% ) = ($8,000 2.57710) 

Present value of thenote 
Difference 



$ 100,000 

$79,383 

$20,617 



$ 100,000 

$0 



The present value of the note and the face value are the same, so no discount- 
ing is needed. 

Notes Issued at a Discount or Premium 

A note is issued at a discount when the market rate is higher than the stated rate 
and at a premium when the market rate is lower than the stated rate. 

Zero-Interest-Bearing Notes 

Zero-interest-bearing notes have an implicit interest rate based on the difference 
between the face value (the future value) of the note and the actual amount received 
by the borrower. The difference between these present and future values is recorded 
as a discount. The discount must be amortized over the life of the note. For exam- 
ple, the borrower issues a three-year $100,000 zero-interest-bearing note with a 
present value (based on 8% current market rates) of $79,383. That is, the borrower 
will receive $79,383 and pay a total of $100,000 after three years. The difference 
of $20,617 is the total interest that must be paid at the end of the loan, an implicit 
interest rate of 8%. 

Figure 1A-16 shows how the issuer of the zero-coupon bond records the 
transaction: 



Figure 1A 16 Zero-Interest-Bearing Note 

Note receivable $100,000 

Discount on notes receivable 
Cash 
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The discount on notes receivable is recorded on the balance sheet as a contra 
asset (valuation) account to notes receivable. The discount is amortized over the 
term of the note. The effective interest method is used to recognize the annual inter- 
est revenue, using an amortization schedule as shown in Figure 1 A-17. 

Figure 1A-17 Amortizing a Discount on Notes Receivable 





Cash 

Received 


Interest 

Revenue 


Discount 

Amortized 


Note Carrying 
Amount 


Issue date 








$79,383 


Yearl end 


$0 


$6,351 


$6,351 


85,734 


Year 2 end 


0 


6,859 


6,859 


92,593 


Year 3 end 


Q 


7,407 


7.407 


100,000 




$0 


$20,617 


$20,617 





The interest revenue is calculated by multiplying the carrying amount at the 
beginning of the period by the 8% interest rate. The note’s carrying amount at the 
end of the period is the sum of the discount amortized and the carrying value at 
the beginning ot the period (e.g., $79,383 -r $6,351 = $85,73-1). A small adjustment 
may be needed in the last period to compensate for rounding. 

Interest revenue for the first year is recognized by debiting the discount amor- 
tized ($6,351 in the example) to discount on notes receivable and crediting interest 
revenue for the same amount. 

Interest-Bearing Notes 

If a company accepts a three-year $100,000 note bearing interest at 8% but the cur- 
rent market rate for a similar investment is 9%, the note will be exchanged at a dis- 
count, as calculated in Figure 1 A-18. 



Figure 1A-18 Discount on an Interest-Bearing Note 



Face value of the note 
Present value of the principal 
($1 00,000 xPV of = ($100,000 077218) 

Present value of the interest 
($8,000 x PV -OA of 1 39 J =($8,000 2.53130) 

Present value of the note 
Difference 



$ 100,000 

$77,218 

520,250 



$97,468 

$2,532 



The receipt of the note will be recorded as shown in Figure 1A-19. 
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Figure 1A-19 Interest-Bearing Note Journal Entry 



Notes receivable $100,000 

Discount on notes receivable $2,532 

Cash $97,468 



The effective interest method is used to calculate interest revenue and determine 
the amount of discount amortized, as illustrated in Figure 1A-20. 



Figure 1A-20 Amortized Discount Calculation 





Cash 

Received 


Interest 

Revenue 


Discount 

Amortized 


Note Carrying 
Amount 


Issue date 








$97,468 


Yearl end 


$8,000 


$8,772 


$772 


98,240 


Year 2 end 


8,000 


8,842 


842 


99,082 


Year 3 end 


8,000 


8,918 


918 


100,000 




$24,000 


$26,532 


$2,532 





At the end of the first year, the buyer recognizes the receipt of $8,000 cash 
interest at the stated rate and effective interest revenue of $8,772. The difference 
between these amounts is the discount amortized, which is added to the note car- 
rying amount to determine the year-end note carrying amount. So, in the first year, 
the buyer recognizes the cash receipt, the discount amortized, and the total interest 
revenue, as shown in Figure 1 A-21. 

Figure 1 A-21 Interest-Bearing Note Journal Entry 

Cash $8,000 

Discount on notes receivable $772 

Interest revenue $8,772 



Premiums are dealt with using the effective yield method as well, except that 
the premium on a note receivable is recognized as a debit and the amortization is 
an annual reduction in the amount of recognized interest revenue. (The discount 
amortized column in Figure 1 A-21 would read premium amortized and be a nega- 
tive number.) 

Imputed Interest Rate 

When the effective rate cannot be determined readily by means such as valuing 
the asset or services exchanged for the note, an imputed interest rate is used. An 



58 CMAexcel Self-Study Port 1: Financial Reporting , Planning , Performance , and Control 



imputed interest rate is an approximation of the market interest rate. The imputed 
interest rate should be comparable to the prevailing rates based on the same lend- 
ing risk level and a similar lending instrument. The imputed rate is determined at 
the time the note is received and is used for the term of the note. 

Disposition of Accounts and Notes Receivable 

Many companies continue to handle their own receivables until they are collected 
or written off, but companies often dispose of their trade receivables for immedi- 
ate cash. Most companies need to extend credit, but not all companies can afford 
the full expense of a credit department. (However, most companies do not transfer 
their administrative functions when they sell receivables.) The purchasers of trade 
receivables specialise in account management and collection, so they can do so 
more efficiently than most compantes. Companies may also dispose of receivables 
to generate cash to satisfy short-term liquidity needs without borrowing more or 
issuing more stock. 

Purchasers of receivables do so mainly because they get a discount on the receiv- 
ables and can specialize in efficient collection. Banks may purchase receivables to 
circumvent lending limits. Also, some purchasers desire the greater legal protections 
given to asset holders than the protections offered to a secured creditor. 

Tvvo types of trade receivable dispositions occur: secured borrowing and sales 
accomplished by factoring or securitization of receivables. Sales can be made with 
or without recourse. 

Secured Borrowing 

In a secured borrowing, receivables are collateral for a loan. This allows the com- 
pany to keep its receivables and borrow against them. The individual debtors often 
are not notified of the transaction, and the borrower will continue to collect the 
receivables and record discounts, returns and allowances, and bad debts. The lender 
will charge interest on the note plus a finance charge on the accounts receivable. 

Factoring and Securitization of Receivables 

Factoring and securitization are two approaches companies can use to sell receiv- 
ables. Factoring is generally on a nonrecourse basis, but some sales of receivables 
may be made with recourse. These topics are discussed separately after factoring 
and securitization. 

Factoring 

In factoring, factors buy receivables and often take on the billing and collection 
functions. Finance companies and banks are the most common factors. Factoring 
is common in the textile, furniture, and apparel industries. Credit cards are also a 
form of factoring. Companies that use factors get immediate cash (not as much as if 
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secured borrowing were used) and can eliminate their credit departments, because 
factors usually take over these tasks. Factors conduct credit reviews for the com- 
pany and extend or deny credit, take payments directly from customers, and remit 
cash minus a fee to the company for receivables purchased. The company contin- 
ues all operational activities directly with the customers, such as order placement 
and fulfillment. Giving the power of credit decisions to the factor mitigates some 
of the risk for the factor, leading to a lower cost of service than would otherwise be 
the case, but the company will have to accept the credit decisions of the factor, and 
some sales will not be approved. 

Most factors transfer only 80% to 90% of the value of the receivables to allow for 
sales returns and allowances and bad debts. In addition, factors charge a percent- 
age commission dependent on the gross amount of receivables transferred and on 
the perceived risk of noncollection. The company records the factor s commission 
as an expense or a loss. 

Securitization 

Securitization is a bundling of similar receivables, such as mortgages, credit card 
receivables, or car loans, into an investment fund. The principal and interest pay- 
ments collected on the receivables are available for payment to investors. Unlike fac- 
toring, the sellers of the receivables continue to service the receivables. Securitization 
usually involves a higher quality of receivables and lower fees. 

Sale with Recourse 

In a sale with recourse, the seller must pay the purchaser for any bad debts the pur- 
chaser incurs. Because the seller has a continuing involvement with the receivable, 
the transaction is recorded using the financial components approach. This approach 
allows the factor and the seller to recognize only the assets and liabilities they con- 
trol after sale with recourse. All extinguished or sold assets and liabilities are not 
recognized. For example, using the financial components approach, $100,000 of 
receivables is sold with recourse to a factor, which assesses a finance charge of 2% 
of accounts receivable and withholds an additional 3% of accounts receivable as 
collateral against noncollection. The allowance for doubtful debts (also known as a 
recourse obligation) carries a fair value of $4,000. First, the net proceeds from sale 
are calculated, as in Figure 1A-22. 



Figure 1A-22 Calculating Net Proceeds 



Cash received ($100,000 less 2% + 3%) 
Due from factor 

Less: Allowance for doubtful debts 
Net proceeds 



$95,000 

3.000 $98,000 



(4,000) 
$94 000 
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The net proceeds are the assets received in the sale minus the incurred liabili- 
ties. A loss on the sale of receivable is recorded as in Figure 1A-23: 



Figure 1A-23 Calculating the Loss on Sale 



Carrying (book) value $100,000 

Net proceeds 94,000 

Loss on sale of receivables $6,000 



Sale without Recourse 

Factoring is most commonly a sale without recourse, meaning that the purchaser 
assumes the risk of bad debts. Because the sale transfers title, it is considered an 
outright sale in form, and because the sale transfers control of credit granting and 
collection, it is also an outright sale in substance. Accounting for a sale without 
recourse was covered above under "Factoring." 

Secured Borrowing versus Sale 

The FASB has set guidelines in A SC Topic 860, Transfers and Servicing (formerly 
covered in FASB Statement No. 140), to determine if a sale of receivables has 
occurred. Generally, a sale exists whenever surrender of control occurs. In addi- 
tion, three criteria need to be met to recognize a sale of receivables: 

1 . The asset should be outside the reach of the seller and its creditors, 

2. The buyer should be able to sell the assets or use them as collateral. 

3. The seller should not have any agreement to repurchase the assets before their 
maturity. 

According to the FASB, if these conditions are not met, the transfer should 
be recorded as a secured borrowing. Secured borrowings should be recorded as 
a liability, and the interest should be recorded as an expense. If the FASB criteria 
allow recognition of a sale and there is continuing involvement (sale with recourse), 
then the financial component approach detailed above is used. If the sale is final 
and there is no continuing involvement, the procedure is to record a reduction in 
receivables and either a loss or an expense. 



Accounts Receivable Disclosure Requirements 

Material receivables must be kept separate by type on the balance sheet and reported 
net of any valuation accounts. Receivables in the current assets section are expected 
to be converted to cash within the longer of a year or the operating cycle. Required 
disclosures include loss contingencies related to receivables, any pledges of receiv- 
ables as collateral, any material concentrations of credit risk, and any related party 
receivables. A partial balance sheet with various types of receivables and disclosures 
is shown in Figure 1A-24. 
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Figure 1A-24 Receivables Disclosures 



Bounce Sporting Goods Company 
(Partial) Balance Sheet 
For the Year Ended December 31, Year 1 



Current assets 


Cash and cash equivalents 




$1,383,985 


Accounts receivable* 


$6,643,478 




Less: Allowance for doubtful accounts 


37Q.167 




Advances to subsidiaries due 9/30/XX 


6,273,311 

1,546,600 




Notes receivable— trade* 


1,133,680 




Federal income taxes refundable 


108,561 




Dividends and interest receivable 


55,870 




Other receivables and claims (including debit balances 
in accounts payable) 


mm 


9.247.241 


Total current assets 




10.631,226 


Noncurrent receivables 


Notes receivable from officers and key employees 




278.307 


Claims receivable (settlement on litigation to be 
collected over five years) 




421299 



‘Note on accounts and notes receivable 

In July Year 1, the company arranged with a finance company to refinance a part of its indebtedness. The 
loan is evidenced by a 8% note payable. The note is secured by substantially all the accounts receivable 
and is payable on demand. 



Inventory 



Inventory includes assets that are held for sale in the normal course of business, 
is work in the process of being produced for sale, or is the raw materials used to 
produce salable goods. Items that are not sold in the usual course of business are 
not inventory. Retail and manufacturing industries often report inventory as their 
largest asset. 

Inventory is classified by its use. Retailers often have only one category- 
merchandise — which includes retail goods that were purchased ready for sale. 
Manufacturers often have three categories: raw materials, work in process, and 
finished goods. Costs of production, labor, fixed and variable overhead, and storage 
are divided among these categories as appropriate. Manufacturers often need inven- 
tory categories to account for internal use inventory types, such as manufacturing 
supplies, indirect materials, parts inventory, or factory supplies. 



Perpetual and Periodic Inventory Systems 

Today, companies are trying to reduce their inventories to the minimum levels 
required for sales to continue unhindered. Businesses need to have the inventory 
ready when it is ordered but want to avoid accumulating items because they require 
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financing costs until sold and they could become obsolete or otherwise unsalable. 
Companies have installed enterprise databases, bar code scanning systems, and 
other technology to track inventory and keep records real time. Just-in-time (JIT) 
inventory systems reduce inventory holding times by setting up direct electronic 
links to suppliers so they know just when a particular raw material or finished good 
needs to be shipped. 

Two approaches to inventory record keeping are in use: perpetual and periodic. 
The periodic system evolved before computers were used to track inventory and 
therefore is not widely used today. 



Perpetual Inventory System 

The perpetual inventory system keeps continuous track of the changes in the inven- 
tory accounts. All transactions are recorded as they occur. Sophisticated databases 
are used to update records of sales, purchases, conversions, and transfers in real 
time. Retail systems record inventory changes directly at the point of sale, updating 
both inventory and cost of goods sold. Purchases, returns and allowances, discounts 
taken, and freight-in are also updated. 

When a company uses a perpetual inventory system, a journal entry is made 
with each sale to reduce inventory and increase cost of goods sold (an expense 
account). However, not all goods necessarily make it to the point of sale. Some goods 
are stolen, others are accidentally shipped without an invoice (overage in a ship- 
ment), and others are damaged and discarded without being recorded. Therefore, 
inventory recorded on the books generally will be higher than what is actually on 
hand. (However, overages also can and do occur.) So periodically companies using 
the perpetual system will count what inventory they do have on hand and write 
off the difference from what they have on the record, which increases cost of goods 
sold and decreases inventory. Because the size of the difference between actual and 
recorded inventory can be measured, management can determine the amount of 
such losses year to year. A primary drawback of the periodic system is that it can- 
not make this measurement. 

The inventory account is a control account that contains a ledger of individ- 
ual inventory records. Each individual record maintains the quantities and costs 
divided among the various categories of inventory. Other perpetual inventory 
accounting recognition guidelines include: 

• Recognize cost of goods sold as a debit to cost of goods sold and a credit to 
inventory at the time of the sale. 

• Recognize resale merchandise or production raw material purchases in inven- 
tory (not purchases). 

• Recognize purchase discounts, freight-in, and purchase returns and allowances 
in inventory (not separate accounts). 

The basic accounting for the perpetual system is: 

Beginning Inventor}* + Purchases (Net) - Cost of Goods Sold = Ending Inventory 
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Periodic In ven tory System 

In contrast, the periodic system starts with the same two items but then subtracts 
ending inventory to arrive at goods sold (an amount already known under the 
perpetual system). The periodic inventory system is becoming obsolete as more 
companies in all industries adopt inventory tracking databases. Periodic inventory 
systems must count inventory on hand once a year to determine inventory levels. 
Acquisitions of inventory are debited to a purchases account. The balance of the 
purchases account at the end of the period is added to the beginning cost of inven- 
tory to determine cost of goods available for sale during the period. The cost of 
goods available for sale minus the ending inventory (determined at year-end count) 
equals cost ot goods sold. Because cost of goods sold is determined only once a 
year, the information is not timely. To deal with this problem, a modified perpetual 
inventory system sometimes is used. The modified system keeps a detailed record 
ot quantities (but not prices) in a memorandum account off the books. 

Inventory Valuation 

Inventory valuation is the process of determining what items to include in inven- 
tory, what costs should be included in inventory, and which cost flow assumptions 
should be used. 

The overall cost of producing goods is allocated among the goods sold and 
the goods still on hand. The cost of goods available for sale or use is the cost of 
goods on hand at the start of the period plus the cost of goods acquired or pro- 
duced throughout the period. The cost of goods sold is the cost of goods available 
for sale or use minus the cost of goods on hand at the end of the period. The cost 
of goods available for sale and the cost of goods sold are calculated as shown in 
Figure 1A-25. 

Figure 1 A-25 Cost of Goods Sold Calculation 



Which Goods to Include in Inventory 

Purchases of inventory generally are recorded when the goods are received by the 
buyer, even though ownership legally transfers when the title passes to the buyer. 
Because the time of this transfer is hard to know, and because the result does not 
differ materially when the rule is applied consistently, the general practice is to 
record acquisitions to inventory when the goods are received. Exceptions to this 
generally accepted practice of recognizing ownership on delivery are detailed 
below. 



Beginning inventory, January 1 

Cost of goods acquired or produced during the year 

Total cost of goods available for sale 

Ending inventory, December 31 

Cost of goods sold during the year 



$350,000 

670.000 
1,020,000 

400.000 
$620,000 
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• Consigned goods. Consigned goods are a way of mitigating the risk of unsal- 
able inventory by allowing the wholesale seller (the consignor) to retain own- 
ership of the property until a sale is recorded. Only then does the wholesaler 
receive payment for the goods from the retailer (the consignee). The consignee 
takes a selling commission for holding, marketing, and exercising due care of 
the goods. The consignor retains the item on its inventory until the sale to a 
third party. The consignee never records the item as inventory. 

• Goods in transit. Goods in transit are those items that have been shipped but 
have not yet reached their destination at the end of a fiscal period. Who owns 
the goods in transit is determined by the shipping terms, which are either FOB 
(free on board) shipping point or FOB destination. Under FOB shipping point, 
title is transferred as soon as the seller delivers the item to a common carrier 
serving as an agent of the buyer. Under FOB destination, title is transferred 
when the goods arrive. The matter is of considerable importance because dam- 
ages to the goods are the owners responsibility. A designation such as FOB 
Minneapolis would indicate a specific city where title transferred. Before title 
transfers, the goods are the property of the seller; after transfer, they must be 
accounted for on the books of the buyer. 

• Sale agreements. Some sale agreements involve a transfer of title at a different 
point from the transfer of the risks of ownership. Three particular situations are 
sales with high rates of return, sales with buyback agreements, and installment 
sales. Sales with high rates of return are not unusual in the publishing, sporting 
goods, music, and other seasonal industries, where customers are permitted to 
return unsold inventory for a full or partial refund. When the number of returns 
can be reasonably estimated, the goods should be considered sold and a sales 
return and allowances account established. However, when such an estimate is 
impossible, the seller should not record a sale until the amount of return is known. 

Sales with buyback agreements are a type of swap where a selling company 
sells its inventory to a buying company and agrees to repurchase the inventory 
at a specific price and at a specific time. Such a transaction is called a parking 
transaction because the seller “parks” inventory in the buyers balance sheet 
for a short duration. Effectively the seller is financing its inventory and retain- 
ing the risks of ownership but transfers title to the goods. When a repurchase 
agreement has a set price that covers all of the buyer’s costs plus the cost of the 
inventory, the inventory and the liability under the repurchase agreement still 
should be reported on the sellers balance sheet. 



What Costs to Include in Inventory 

Which costs should be allocated to inventory items when determining the price of 
the item? The types of costs allowed to be included in the determination of inven- 
tory value are discussed next. 

* Manufacturing overhead costs. For entities that make their own goods for 
sale, the direct and indirect costs incurred in production are included in the 
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cost of the inventory produced. ASC Topic 330, Inventory (formerly addressed 
in AICPA Accounting Research Bulletin No. 43), states that acquisition and 
production costs can be included, but general and administrative expenses 
should not be included except for any portion that is clearly related to pro- 
duction. It also states that selling expenses are not to be included. Both fixed 
and variable overhead items are included. Fixed overhead is allocated to goods 
manufactured using a traditional or activity-based approach. For example, a 
line manager’s salary would be part of the fixed overhead pool attributable to 
a specific product line. However, an executive s salary would not be considered 
a product cost. 

• Product costs. Product costs include all costs recorded as part of inventory, 
including shipping costs, labor costs, and direct costs of acquisition, produc- 
tion, and processing. 

• Cash discounts. Cash discounts, as discussed earlier in this section under 
“Accounts Receivable,” include discounts for early payment. The gross method 
records all purchases at the gross price, and discounts are recorded only if taken 
as deductions from net purchases. The net method records all purchases net of 
discounts. Purchase discounts lost are then charged to another expense account. 

• Period costs. Items not included as part of inventory, such as selling, gen- 
eral, and administrative expenses, are considered period costs, because such 
costs are expensed in the period incurred. These costs sometimes are associ- 
ated with production but in many cases are unrelated to it. Interest costs related 
to the preparation of inventory are also included in period costs, although 
some believe that interest should be capitalized as part of inventory. The FASB 
has decided that only interest costs of internally constructed assets or dis- 
crete projects, such as ships or real estate for sale or lease, can be capitalized. 
Financing costs associated with inventory that is routinely manufactured are 
not capitalized. 



Cost Flow Assumptions 

During an accounting period, inventory often is purchased at several different 
prices. Also, inventory from a prior period is included in the beginning inventory 
for a period, and then items are produced and added to the same inventory, each at 
different costs. Keeping the specific cost for each item separate may be impossible, 
given the permutations and various types of inventory involved. Several methods 
of accounting for inventory costs have evolved, called “cost flow assumptions.” The 
cost flow assumptions are used for accounting and have nothing to do with the 
actual physical movement of goods. For example, first in, first out (FIFO) does not 
imply that the oldest inventory sold first. Cost flow assumptions simply determine 
which costs are allocated to inventory and which are allocated to cost of goods 
sold. Each method will have a different impact on income. However, the primary 
purpose in choosing a particular cost flow assumption should be to best approxi- 
mate periodic income. The four cost flow assumptions currently in use are specific 
identification, average cost, FIFO, and last in, first out (LIFO). 
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• Specific identification. Specific identification tracks the cost of each individual 
item and records the item in cost of gbods sold or inventory as appropriate. This 
method is feasible only if all items are uniquely tagged and works best with 
small numbers of expensive items, such as jewelry or automobiles in retail or 
with special orders and products in manufacturing using a job costing system. 
Specific identification works best with a perpetual inventory system that uses 
a real-time database for information storage. It matches costs directly with 
revenues and may become more popular as new technologies emerge to track 
individual items. Finally, specific identification can be abused to manipulate 
profits by selecting units at a particular price for sale to alter the gross profit 
for a period. 

• Average cost. The average cost method aggregates costs for all similar inventory 
items and produces an average cost for the period. When using the perpetual 
inventory system, this method is called the moving average method, because a 
new' average cost must be calculated after each purchase. This amount is used 
as the cost until another purchase is made. The average cost per unit is calcu- 
lated as the cost of the units available for sale after each purchase divided by the 
number of units available for sale. Therefore, as of a particular day— for exam- 
ple, July 7— if the cost of goods available for sale equals $100,000 and the num- 
ber of units available for sale is 2,000, then the average cost is $50. Whenever 
a purchase is made, the average cost of the good is recalculated. Figure 1 A-26 
shows the average costs for an entire month. 



Figure 1 A-26 Moving Average Inventory Cost Flow Assumption 



Bounce Sporting Goods Company 
Moving Average Invertory Cost Flow Assumption 
(Perpetual Inventory System) 



July 1, beginning inventory 

July 7, purchases 

July 1, balance 

July 15, sales 

July 15, balance 

July 20, purchases 

July 20, balance 

July 28, sales 

July 31, balance 

Cost of goods sold (1,300 units) 
Ending inventory (1, 200 units @ $52) 



1,000 units @ $40 


$40,000 


1.000 units @ $60 


60,000 


2,000 units @ $50 


$100,000 


(1,000) units @ $50 


(50,000) — 


1,000 units @$50 


$50,000 


500 units @ $56 


28,000 


1,500 units @$52 


$78,000 


(300) units @$52 


(15,600) — | 


1,200 units @$52 


$62,400 


$50,000 + $15,600 


$65,600 

$62,400 



When used with the periodic system, average cost is called the “weighted 
average method/' The total cost of the goods available for sale for a period is 
divided by the total number of units sold, to arrive at a weighted average cost 
per unit. Goods available for sale includes beginning inventory and purchases. 
Ending inventory is multiplied by the average cost to determine the value of 
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ending inventory. Cost of goods sold can be determined by subtracting ending 
inventory from the cost of goods available for sale or by multiplying the units 
sold by the average cost. 

The average cost method is objective and simple to use, and the results are 
not as subject to manipulation as other methods, so many businesses use it for 
practical reasons. 

• First-in, first-out. The first-in, first-out (FIFO) method (which was discussed 
earlier in this book) makes the accounting assumption that goods purchased 
earlier are used or sold before goods purchased later. Therefore, the costs 
incurred farthest in the past should be included in the cost of goods sold, and 
the costs incurred most recently should be included in ending inventory. 

When costs are increasing, FIFO yields a lower cost of goods sold because 
the oldest costs are used, but ending inventory has a relatively higher cost. If 
costs are going down, the converse is true; a higher cost of goods sold and lower 
ending inventory value will result. 

Using the data from Figure 1A-26, the cost of goods sold and the ending 
inventory are calculated as shown in Figure 1 A-27 under the perpetual method. 
When a quantity sold exceeds the number obtained at the earliest price, the 
price of the next most recent purchase is used. Cost of goods sold is always 
based on the earliest costs. 

Figure 1 A-27 Perpetual FIFO 

Bounce Sporting Goods Company 
First-In, First-Out Inventory Cost Flow Assumption 
(Perpetual Inventory System) 

Cost of goods sold (1,300 units) 

July 15 1,000 units @ $40 
July 28 300 units @ $60 
Total 

Ending inventory (1,200 units): 

Beginning Inventory + Purchases - Cost of Goods Sold = Ending Inventory 
$40,000 + $88,000 - $58,000 = $70,000* 

* 700 units @ $60 $42,000 

500 units @ $56 28.000 

$70,000 



$40,000 

18.000 

$58,000 



If the periodic system is used, the cost of the ending inventory is calculated 
using the most recent costs. The total cost of goods available for sale minus 
the ending inventory is equal to the cost of goods sold. The same inventory 
and cost of goods sold will be computed under FIFO regardless of whether the 
perpetual or the periodic system is used, because the same costs will always be 
the first in. Figure 1A-28 shows periodic FIFO valuation. 
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Figure 1 A-28 Periodic FIFO 

Bounce Sporting Goods Company 
First-In, First-Out Inventory Cost Flow Assumption 
(Periodic Inventory System} 

Ending inventory (1,200 units): 

700 units @$60 $42,000 

500 units @$56 28.000 

$70,000 

Cost of goods sold (1,300 units): 

Beginning Inventory + Purchases - Ending Inventory = Cost of Goods Sold 
$40,000 + $88,000 - $70,000 = $58,000 



An objective of using FIFO is to approximate the actual flow of inventory. When 
the oldest goods are sold first, as is the case with all perishables, FIFO approximates the 
specific identification method. Also, FIFO ending inventory values provide a reasonable 
estimate of inventory replacement costs, especially when turnover is rapid or prices are 
stable. However, FIFO does not match current costs with current revenues on the income 
statement. Because the oldest costs are matched with revenue, FIFO can distort net 
income. When inventory prices are rising, FIFO produces phantom inventory profits. 

• Last-in, first-out. Under the last-in, first-out (LIFO) method, the cost of the 
last goods bought are assigned to cost of goods sold, and the ending inventory 
will include the cost of the earliest purchases. When costs are increasing, LIFO 
produces the highest cost of goods sold and the lowest ending inventory. 
LIFO traditionally has been used in department stores and in other industries 
that carry a constant base stock, such as chemical and refining companies. 

When using the perpetual inventory system, which records events in the 
order they actually occur, the LIFO cost of the most recent purchase is deter- 
mined as of the date of each sale. Using data from Figure 1 A-28, Figure 1 A-29 
illustrates the perpetual LIFO method. 

Figure 1A-29 Perpetual LIFO 

Bounce Sporting Goods Company 
Last-in, First-Out Inventory Cost Flow Assumption 
(Perpetual Inventory System) 

Cost of goods sold (1,300 units): 

July 15 1,000 units @ $60 $60,000 

July 28 300 units @$56 16.800 

$76,800 

Ending inventory (1,200 units): 

Beginning Inventory + Purchases - Cost of Goods Sold = Ending Inventory 
$40,000 + $88,000 - $76,800 = $51,200 * 

*1,000 units @$40= $40,000 

200 units @ $56 = 11,200 

$51,200 
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Unlike FIFO, the LIFO perpetual inventory system and the LIFO periodic 
system will yield different costs of goods sold and ending inventory figures. 
This is because the periodic system measures LIFO cost as of the end of the 
accounting period while the perpetual method measures LIFO cost as of the 
date of each sale. 

When using the periodic system, the cost of goods sold is calculated 
by subtracting the ending inventory from the cost of goods available for 
sale. Figure 1A-30 shows how inventory is valued using the periodic LIFO 
method. 



Figure 1 A-30 Periodic LIFO 

Bounce Sporting Goods Company 
Last-In, First-Out Inventory Cost Flow Assumption 
{Periodic Inventory System) 

Ending inventory {1,200 units): 

1,000 units @$40 $40,000 

200 units @ $60 12.000 

$52,000 

Cost of goods sold (140 units): 

Beginning Inventory + Purchases - Ending Inventory = Cost of Goods Sold 
$40,000 + $88,000 - $52,000 = $76,000 



LIFO has the advantage of providing a better measure of current earnings 
because it matches recent costs against current revenues. LIFO also allows 
income tax deferrals when costs are rising, and inventory levels remain stable 
because cost of goods sold will be higher and net income lower compared with 
other methods. Lower taxes mean a higher cash flow for a company. LIFO can 
also be a hedge against price declines, because it rarely requires the markdowns 
to market value as a result of price decreases, which FIFO inventories may 
be subject to. However, the lower reported earnings that reduce taxes are a 
disadvantage to some companies wishing to report higher income. LIFO also 
distorts the balance sheet by understating inventory values and therefore 
working capital. 

LIFO Liquidation 

LIFO records inventory in layers separated by different purchase times and costs. 
The oldest costs are called the “base layer.” For example, if Bounce Sporting Goods 
has a three-vear history of purchasing raw rubber, the company might use its end- 
ing inventory and an average unit cost for its LIFO inventory. If usage of raw rub- 
ber exceeds purchases during a period, a situation called “LIFO liquidation” can 
occur. LIFO liquidation is the sale of multiple layers of inventory, resulting in rev- 
enues at current prices but costs at a mix of current and old prices. Assuming that 
prices are rising, LIFO liquidation results in higher income levels being reported 
and likely higher taxes as well. 
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Figure IA-31 shows how this could occur when a shortage of raw rubber pre- 
vents a firm from purchasing as much' of this direct material as is needed. Note 
that the beginning inventory is made from three layers of costs and that the first 
two layers are eliminated and the base-year layer is reduced permanently. Because 
these layers were purchased at a lower cost in each of the prior years, using these 
layers results in higher income levels and thus higher taxes than if the firm pur- 
chased the rubber at current market prices (assuming inflation), as illustrated by 
the footnote in the figure. 



Figure IA-31 LIFO Liquidation 



Year 3 beginning inventory: 12,000 pounds raw rubber 



$172,000 = 



Year 3 
Layer 



Year 2 
Layer 

Base 
Layer 
Year 1 



3,000 oounds x $18/oound = 
$54,000 



5,000 pounds x $ 14/pound = 
$70,000 



,000 pounds x $ Impound =|} ~ 



$48,000 



] Sold 

•N^OOO pound* 


Result 


Sales Revenue 


■j 5,000 \ 

Lpounot 


(All Current Prices) 


Cost of Goods Sold (Rubber) 




(Some Current, 


n 2J)00 pounds 


Some Old Prices) 


v * 


$148,000 



• Higher income 

• Higher taxes 



During Year 3. 10,000 pounds raw ruber used; 
none available for purchase due to shortage. 



* If 7,000 additional pounds of rubber were purchased in year 3 at $ 1 8 per pound, then COGS {rubber} 
would = $180,00, resulting in lower income and loer taxes. 



LIFO liquidations can be quite common and can reduce the benefits of using 
LIFO. Therefore, a common solution is to use the specific goods pooled LIFO 
approach, which groups items into pools of substantially identical items to allow 
liquidation of one pool to be offset by increases in a different pool. Using pools can 
reduce fluctuations, but because most companies are continually changing product 
mixes and therefore inventory items, pools must also be redefined at some expense, 
and if item mixes change enough, new pools may need to be created, allowing the 
old pools to be subject to LIFO liquidation. 



Dollar-Value LIFO 

Another solution to LIFO liquidation and to the problems with using pools is to 
use dollar-value LIFO, which measures increases and decreases in a cost pool by 
their total dollar value instead of using physical quantities. This allows pools to be 
more vaguely defined to include interchangeable or similar items. The broader the 
pools, the lower the chances of LIFO liquidation. Dollar-value LIFO calculations 
are complex; they involve calculating inventory at end-of-year prices and then creat- 
ing a price index set at 100% for the base year. Each layer above the base has a price 
index applied that reflects the increases (or decreases) in prices for the period (e.g.. 
if prices increased by 16%, then the index would be 116% of the base layer). Using 
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such an index allows each layer to be calculated at base-year prices. Figure 1A-32 
shows how end-of-year inventory at base prices is determined. 



Figure 1 A-32 Dollar-Value LIFO— End-of-Year (EOY) Inventory at Base-Year Prices 



December 31 


Inventory at 
EOY Prices 




Price Index 


EOY Inventory at 
Base-Year Prices 


Year 1 (base year) 


$450,000 


/ 


100% 


$450,000 


Year 2 


$550,000 


/ 


116% 


$474,138 



The EOY inventory at base-year prices less the beginning inventory at base- 
year prices (prior year’s data) equals the increase (or decrease) in the quantity 
of goods. An increase would become a layer of cost. If the difference results in 
a decrease, then this amount must be subtracted from the most recently added 
layer. Subtractions are accounted for at the prices that were used to calculate costs 
for that layer. If a layer is reduced or eliminated, it cannot be rebuilt. Therefore, 
some years might not have a layer. As inventory is used, the most recent layer of 
costs is used first. Dollar-value LIFO calculations are outside the scope of this 
text. See an intermediate-level accounting textbook for more information on 
this subject. 

LIFO Reserve 

An AICPA task force has defined LIFO reserve as “the difference between 
(a) inventory or the lower of LIFO cost or market and (b) inventory at replacement 
cost or at the lower of cost determined by some acceptable inventory account- 
ing method (such as FIFO or average cost) or market.” This definition has been 
given authoritative status under GAAP. LIFO has advantages for tax preparation 
and external financial reporting; it is less useful for internal reporting because it 
does not approximate the physical flow of the product and is cumbersome when 
applied to interim periods because it relies on estimates of year-end quantities 
and prices. 

Therefore, many companies use a combination of LIFO for taxes and external 
reporting and an average cost or FIFO method for internal reporting. The internal 
reporting method is generally followed, and any differences that arise between the 
two methods are recorded in an allowance to reduce inventory to LIFO account, 
also called a “LIFO reserve.” Changes in the balance of the allowance account are 
called the “LIFO effect.” 

Effect of Converting from LIFO to FIFO 

When a company decides to switch between inventory accounting methods, what 
will be the effect on the cost of sales? On income? Answering such questions will 
help determine if the change will be an advantage to the company. 
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For example, when comparing two possible companies to invest in, one 
reporting with FIFO and the other with LIFO, the analyst will need to convert 
one method to the other method for a true comparison. Because companies that 
report LIFO are required to disclose their LIFO reserve, it is easier to convert LIFO 
to FIFO than vice versa. Selected data from a LIFO-basis company is shown in 
Figure 1A-33. 



Figure 1A-33 Selections from Financial Statements of Company with LIFO Inventory 
Accounting 





Year 2 


Year! 


Excerpts from balance sheet: 


Inventories (approximate FIFO cost) 


$338,757 


$307,566 


- LIFO reserve 


-532,231 


—SI 1 ,820 


LIFO cost 


$306,526 


$295,746 


Excerpts from income statement: 


Cost of goods sold (COGS) 


$2,590,650 




Net income 


$108,690 





Because the LIFO reserve increased by $20,41 1 (S32 ; 23l - $1 1,820 = $20,4 11), 
inventory costs are rising. (Otherwise the LIFO reserve would have fallen.) Also 
note that in both years, the FIFO cost of inventory was greater than the LIFO cost, 
another indication that costs are rising. (During rising costs, LIFO has the highest 
cost of goods sold and the lowest net income.) Therefore, the first distinction that 
can be made is that if the company had used FIFO, its COGS would have been lower 
and its net income higher, as calculated in Figure 1A-34. (The example assumes a 
40% tax rate.) 



Figure 1 A-34 Converting from LIFO to FIFO 



LIFO-basis COGS 


$2,590,650 


- Increase in LIFO reserve: $32,231 - $11,820 = $20,411 


-$20,411 


FIFO-basis COGS 


$2,570,239 


Net income under LIFO 


$108,690 


Pretax income differential (from COGS change) 


+ $20,411 


Taxes on differential 


-58.164 


Net income under FIFO 


$120,937 



Using the net income under FIFO, a valid comparison to another FIFO-basis 
company could now be done. The LIFO reserve is an accumulation of total cost dif- 
ferences between LIFO and FIFO (or another method) since the LIFO method was 
adopted. Therefore, multiplying the current LIFO reserve by the tax rate will show 
the amount of income taxes that was saved by using LIFO (disregarding present 
values). To find this amount, multiply the tax rate by the LIFO reserve 'see Figure 
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1 A-33): 0.4 x $32,231 = $12,892. The company therefore has had this much more 
capital to invest in its operations over the long term. 

Effect on Income and Assets of Using Different Cost Row Assumptions 

FIFO and LIFO represent extreme ends of a spectrum for their results on income 
while average costing falls in the middle. When costs are rising, LIFO will minimize 
income, which results in lower income tax payments. Because LIFO also matches 
recent costs with revenues first, some argue that it is the best measure of the COGS 
because it approximates replacement costs. 

LIFO also excludes inventory holding gains from net income. Holding gains are 
the difference between the historical cost and the replacement cost of a unit when 
it is sold. Because LIFO costs approximate replacement costs, the holding gains are 
minimized and net income is closer to earnings on a current cost basis. In contrast, 
FIFO includes holding gains in income. 

For example, if the most recent unit purchase cost is $90, the oldest cost is 
$80, and the sale price remains at $200 for a period, then FIFO would record gross 
profit of $120, which includes a holding gain of $10 (difference between current 
replacement cost and historical cost). LIFO would record gross profit of $110 and 
no holding gains. LIFO presents a more realistic picture of the income available 
for dividends after subtracting the amount needed to replace inventory at the new 
higher price. 

The efFects of FIFO, average cost, and LIFO methods are compared in Figure 
1 A-35 using the data from the preceding examples. 



Figure 1 A-35 Comparing Perpetual Inventory Cost Flow Assumptions 



Bounce Sporting Goods Company 
Effects of Inventory Cost Flow Assumptions 


Cost Flow Assumption 


Cost of Goods 
Available for Sale 


Cost of Goods 
Sold 


Ending 

Inventory 


FIFO, perpetual 


$128,000 


$58,000 


$70,000 


Moving average, perpetual 


128,000 


65,600 


62,400 


UFO, perpetual 


128,000 


76,800 


51,200 



Cost flow assumption advantages and disadvantages. All four cost flow assump- 
tions are permitted under GAAP, but there is a wide amount of variance between 
them. A main disadvantage of allowing so many inventory valuation methods, 
each resulting in a different net income level, is that it is more difficult to compare 
various financial statements from different organizations. Because comparison is 
a primary purpose of financial reporting, this inconsistency complicates matters. 
However, LIFO companies disclose supplemental information that allows investors 
to determine what earnings would have been under FIFO. 

The International Accounting Standards Board (IASB) considers the LIFO 
method to be a less acceptable method of inventory accounting. Consequently, as 
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the 1ASB and the FASB progress in their convergence project, it is likely that inven- 
tory valuation methods could be affecfed. 

Effects of Inventory Errors 

Two main types of inventory errors are misstatements in ending inventory and 
misstatements in purchases and inventory. These misstatements can be in number 
of units or in valuation methods. 

• Misstated ending inventory. When items are not included in ending inventory 
even though they should have been, the balance sheet will understate inven- 
tory, which in turn will understate retained earnings, working capital, and the 
current ratio. Also, income will be understated because cost of goods sold is 
overstated. If the error is not corrected in the following period, the opposite 
effect will result, but the two periods’ statements viewed together will result in 
the same total income as if no error had occurred. However, the net income 
for each year will have been misstated when viewed individually. When end- 
ing inventory is overstated, the converse of this situation occurs; net income, 
inventory, retained earnings, working capital, and the current ratio are over- 
stated while the cost of goods sold is understated. 

• Misstated purchases and inventory. When a purchase is not recorded as a pur- 
chase and is not recorded in ending inventory, the balance sheet understates 
inventory and accounts payable and overstates the current ratio. On the income 
statement, both purchases and ending inventory are understated, which results 
in the correct cost of goods sold. Therefore, net income will not be affected. The 
current ratio calculation will be overstated because reducing the size of both 
current assets and current liabilities will yield a higher ratio. For example, if 
current assets were $200,000 and current liabilities were $100,000, the ratio 
would be 2 to 1. However, if both sums were reduced by an error of $50,000, 
the ratio would be 3 to 1, an overstatement. When both purchases and inven- 
tory are overstated, the converse of this situation is true. 

Consider a situation in which ending inventory is overstated by $10,000 in 
Year 0 (the current year). The effects of the error and its correction in Year 1 are 
shown in Figure 1A-36, with the resulting increases and decreases represented 
by up or down arrows. 



Figure 1 A-36 Correcting an Inventory Misstatement 



Cause 


Timing 


Change 


Effects (corrected in Year 1) 






Ending inventory misstated 


YearO 


! sio.ooo 


Cost of sales 


YearO 


: $10,000 


Operating income 


YearO 


T $10,000 


Tax expense (40% tax rate) 


YearO 


t $4,000 


Net income 


YearO 


t $6,000 


Retained earnings 


iic' 0 


; $6,000 



fcsdosure 
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•ear 1 


1 $10,000 


Cos: of sa»es 


Yean 


T $10,000 


Operating rccme 


Year 1 


1 $10,000 


Tax expense (40% tax rate) 


Year 1 


i $4,000 


Net income 


Year t 


i $6,000 


Ending inventory 


Year! 


Correct 


Retained earnings 


Year 1 


Correct 



This example shows how misstated purchases and inventory can have a material 
effect on financial statements and how restatements for accounting irregularities 
can have a large impact on reported numbers. 

Lower of Cost or Market Rule 

While inventory is initially recorded at historical cost, if inventory declines in value 
due to obsolescence, damage to the goods, or price level changes, then the inven- 
tory should be written down to its current value. 

The lower of cost or market (LCM) rule comes into play when inventory 
becomes obsolete or declines in value (e.g., foreign competition brings prices down). 
In such situations, inventory is valued at its cost or market value, whichever is lower. 
Market value generally is considered the cost to replace the item by purchasing or 
reproducing it. (Thus it is the value in the purchase market, in not the sales market 
Inventory is w f ritten down in the period in which the value declines rather than in 
the period in which the item is sold. This method is based on the assumption that 
a decline in the replacement cost of an item normally means the selling price of an 
item will have to drop to stay competitive. 

Net Realizable Value 

Net realizable value (NRV) is the estimate of an item s sale price in an ordinary 
business situation (not a liquidation) minus all costs to complete the sale and dis- 
pose of the asset. 

LCM Ceiling and Floor 

When determining what market value should be, two constraints have been placed 
on the use of replacement cost as a measure of market value: 

1. Ceiling— Market value should not be greater than the inventory’s net realizable 
value. 

2. Floor— Market value should not be less than the inventory’s net realizable value 
less an allowance for a normal markup or profit margin. 

The ceiling (or upper limit) is designed to make sure that the inventory is not 
overstated and the loss understated (thus avoiding the need to recognize further 
losses in future periods). The floor (or lower limit) is designed to make sure that the 
loss is not overstated and the inventory is not understated (preventing the recogni- 
tion of excessive future profits). 
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Applying LCM 

According to Accounting Research Bulletin No. 43, the lower of cost or market rule 
may be applied to individual items, to categories of items, or to the total inventory. 
When applying LCM to categories or the total inventory, increases in market price 
in one area tend to offset decreases in a different area, generally leading to a smaller 
restatement than if LCM is applied to individual items. Item-level LCM is the most 
common, partly because Internal Revenue Service (IRS) rules generally require its 
use. Item-level LCM also produces the most conservative inventory value. Figure 
1 A-37 shows how LCM can be applied in various ways. 



Figure 1A-37 Applying LCM 



Alternative Methods of Applying Lower 
of Cost or Market Rule 


Inventory 


Cost 


Market 


Individual 

Items 


Category 


Total 


Rubber products department: 










Tennis balls (box) 


$120 


$84 


$84 






Racquet balls (box) 


144 


m 


144 








$264 


S240 




$240 




Racquet department: 












Tennis racquet 1 


$192 


$230 


192 






Tennis racquet 2 


m 


m 


211 








$432 


S441 




432 




Total 


$696 


$681 






$681 


Inventory valuation 






$631 


$672 


$681 


Loss recognition 










$15 



Recording LCM 

When inventory is written down to market, either the direct method or the indirect 
(allowance) method can be used. The direct method simply substitutes the market 
value in place of the cost in the inventory, so the loss is not visible on the income 
statement but is included in cost of goods sold. The allowance method retains the 
cost in the inventory account and records the write-down in a contra asset account 
and a loss account. 



Relative Sales Value Method 

When a group of items is purchased for a lump-sum price and the items differ sig- 
nificantly in type or quality, the purchase price is allocated between the items based 
on their relative sales value. Figure 1A-38 illustrates the allocation of costs, and 
Figure 1A-39 illustrates the determination of gross profit using the relative sales 
value method. 
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Figure 1 A-38 Allocation of Costs Using Relative Sales Value 



Lots 


Number 
of Lots 


Sales 
Price Per 
Lot 


Total 

Sales Price 


Relative 
Sales Price 


Iota! Cost 


Cost 

Allocated 
to Lots 


Cost Per 
Lot 


A1 


50 


$6,000 


$300,000 


3/48 


$2,000,000 


$125,000 


$2,500 


A2 


200 


12,000 


2,400,000 


24/48 


2,000.000 


1,000,000 


5,000 


A3 


300 


7,000 


2.100.000 


21/48 


2,000,000 


875.000 


2,917 








$4,800,000 






$2,000,000 





Figure 1A-39 Calculation of Gross Profit Using Relative Sales Value 



Lots 


Number of Lots Sold 


Sales 


Cost of Lots Sold 


Gross Profit 


A1 


25 


$150,000 


$62,500 


$87,500 


A2 


120 


1,440,000 


600,000 


840,000 


A3 


230 


1.610.000 


670,910 


mm 






3,200,000 


$1,333,410 


SI, 866, 590 



Accounting Issues Related to Purchase Commitments 

When customers ask for a product and it is out of stock, it is likely a lost sale. 
To make sure that their suppliers will have the items they need, some companies 
engage in purchase commitments, which are agreements to purchase inventory 
in the future. A purchase commitment does not transfer title to the buyer, and no 
entries are required for commitments that are optional or cancelable. 

Noncancellable commitments are not recognized as assets or liabilities, because 
neither party has exchanged anything yet, but material commitments should be dis- 
closed in the notes to the balance sheet. When the negotiated price is the same or 
less than the market price, no additional disclosure is required. However, if the con- 
tract price is greater than the market price, the amount of the estimated loss should 
be recorded and reported under other expenses and losses. Assuming the contract 
price was $300,000 and the market value declined to $200,000, an estimated liability 
for purchase commitments of $100,000 and an unrealized loss in the corresponding 
account is recorded. If some or all of the value is recovered, the estimated liability 
on purchase commitments account and the unrealized holding loss are adjusted. 

Estimating Inventory 

Although a physical inventory count is important from an internal control view- 
point, it is usually impractical to take a physical inventory more than once a year. 
When inventory is not known but needs to be estimated when preparing quarterly 
statements, either the gross profit method or the retail inventory method can be used. 

Estimating Inventory Using the Gross Profit Method 

The gross profit method (or gross margin method) of estimating inventory was 
developed for situations when it is impossible or impractical to get a precise inven- 
tory count. This method is used when preparing quarterly statements because it is 
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not practical to perform physical inventory counts each quarter. The gross profit 
method also is used by auditors when ah estimate of inventory is needed, such as 
when inventory records have been destroyed in a fire. 

The gross profit method uses three assumptions: 

1. Beginning inventory plus purchases equals total goods to be accounted for. 

2. Goods not sold are in inventory (not stolen, etc.). 

3. The ending inventory is equal to beginning inventory plus purchases minus 
sales at cost. 

To determine sales at cost, the gross profit percentage is used. This percentage 
is determined based on records from prior periods. Figure 1A-40 shows how to 
approximate ending inventory using the gross profit method. 



Figure 1 A-40 Gross Profit Inventory Calculation 



Beginning inventory (at cost} 


$130,000 


Purchases (at cost) 


410.000 


Goods available (at cost) 


540,000 


Sales (at selling price) 


$570,000 


Less: Gross profit (24% of $570,000) 


136.800 


Sales (at cost) 


433.200 


Approximate inventory (at cost) 


$106,800 



Estimating Inventory Using the Retail Inventory Method 

• Retail stores often sell thousands of different items at high volumes, making the 
inventory tracking method of specific identification impractical. Therefore, 
the retail inventory method estimates inventory value using retail prices, con- 
verting this data to cost using a formula that reflects the firms average markup. 
To use the retail inventory method, retail companies must track period sales. 

• Total cost and retail value of purchased goods. 

• Total cost and retail value of goods available for sale. 

Figure 1 A-41 shows how this data is applied at Bounce Sporting Goods to estimate 
the ending inventory value by using the cost to retail ratio for goods available for sale. 



Figure 1 A-41 Retail Inventory Method 



Bounce Sporting Goods 
Year 1 








Cost to Retail 




Cost 


Retail 


Ratio 


Beginning inventory 


$320,000 


$510,000 




Purchases 


1.250.000 


2.075.000 




Goods available for sale 


SI, 570, 000 / 


$2,585,000 = 


60.7% 


Less sales 




-$2,100,000 




Ending inventory (retail prices) 




$485,000 




x Cost to retail ratio 




x 0.607 




Ending inventory (cost) 




$294,395 
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Investments 



Accounting tor investments in debt securities or equity securities of other compa- 
nies is covered in this section. 

Debt Securities 

A debt security is a form of loan to another entity, including federal and municipal 
government securities, commercial paper, corporate bonds, securitized debt instru- 
ments, and convertible debt. Debt securities are categorized as follows according 
to ASC Topic 320: 

• Held to maturity (those that the company has the intent and ability to hold 
until maturity)— Valued at amortized cost (acquisition cost plus/minus unam- 
ortized premium or discount), so no unrealized holding gains or losses are 
recognized. 

• Trading (near-term sale is expected)— Valued at fair value and unrealized hold- 
ing gains and losses are recognized in net income. 

• Available for sale (all others)— Valued at fair value and unrealized holding gams 
and losses are recognized as other comprehensive income (and as a separate 
component of stockholders’ equity). 

On the balance sheet, companies report individual held-to-maturity, avail- 
able-for-sale, and trading securities as either current or noncurrent, as appropri- 
ate, depending on whether they are expected to be converted to cash within a year 
or the operating cycle, if longer. For securities classified as available for sale and 
held to maturity, disclosure is required of the aggregate fair value, gross unrealized 
holding gains and losses, and amortized cost basis. 

In adjusting a portfolio of trading and available-for-sale securities to mar- 
ket value, a valuation allowance (a contra or adjunct account) to the investment 
account is used. At each balance sheet date, the valuation allowance is adjusted 
so that the sum of the investment account (at cost) and the valuation allowance 
are equal to the fair value of the securities. An unrealized gain or unrealized loss 
is credited or debited as the other side of the adjusting entry. When the securities 
are sold, the cost is removed from the investment account and a realized gain or 
loss is recorded. 

Held to Maturity 

Because equity securities have no maturity date, only debt securities can be held 
to maturity. In order to classify securities as held to maturity, the reporting entity 
must have both the positive intent and the ability (financial flexibility, risk toler- 
ance) to hold the securities to maturity. 

ASC Topic 320 lists several exceptions to this rule, which allow an entity to sell a 
particular security without calling its intern to hold other securities to maturity into 
question. Some exceptions include deterioration of issuers creditworthiness, changes 
in regulatory requirements altering permissible or maximum investments, or tax law 
changes that eliminate or reduce tax-exempt status of interest on the debt security. 
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Debt securities may not be classified as held to maturity when the intent is 
merely to hold them indefinitely (without the ability to do so) or if it is intended 
that the securities would be sold in response to changes in market interest rates or 
the security’s prepayment risk, need for liquidity, yield or availability of alternative 
investments, financing, or foreign currency risk. 

Other than such exceptions, sales of held-to-maturity securities should be rare. 
When they are sold, according to ASC Topic 320, the amortized cost amount of the 
sold or transferred security, the related gain or loss, and the circumstances lead- 
ing to the decision to sell or transfer the security shall be disclosed in the notes 
to the financial statements for each period for which the results of operations are 
presented. 

As covered earlier in the discussion of notes receivable, the unamortized dis- 
count or premium, if any, is deducted from or added to the acquisition cost to 
determine the carrying value. Unrealized gains and losses are not accounted for 
because the assets are not recorded at fair value. As with notes receivable, the effec- 
tive interest method is used to compute interest income. See the section titled “Notes 
Receivable” for an example of this method (Figure 1 A-20). 

Trading 

Trading securities are intended to be sold in the short term to generate income from 
short-term differences in price. Because it is the intention to trade such securities, 
trading securities are recorded at fair value, and any unrealized holding gains or 
losses resulting from marking the securities to market (e.g., fair value) at the bal- 
ance sheet date must be included in net income. At the date of acquisition, the 
security is recorded at its cost including commissions, fees, and taxes. As of the 
next and all succeeding statement dates, the security is reported at its fair market 
value. Dividend or interest revenue recognized but not received is accounted for 
separately as a receivable. 

Figure 1A-42 shows a sample debt security portfolio including the cost, the 
fair value, and the unrealized gain or loss (which is the difference between cost 
and fair value). 

Figure 1 A-42 Computation of Securities Fair Value Adjustment 

Trading Debt Security Portfolio 
For Year Ended December 31, Year 1 



Unrealized 



Investments 


Cost 


Fair Value 


Gain (Loss) 


X Corporation 12% bonds 


$54,386 


$64,860 


$10,474 


Y Corporation 10% bonds 


228,445 


216,248 


(12,197) 


Z Corporation 8% bonds 


107086 


mm 


7514 


Total of portfolio 

Previous securities fair value adjustment balance 
Securities fair value adjustment— debit 


$389,917 


$395,708 


5,791 

(3,201) 

$2,590 
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Available for sale 

Available-for-sale securities include all securities that do not fit in the trading and 
the held-to-maturity categories, such as securities that have an indeterminate use 
or indefinite holding time but are not being actively traded to take advantage of 
temporary differences in market prices. These securities are reported at fair value, 
and any unrealized gains and losses resulting from marking the securities to mar- 
ket at the balance sheet date are reported in other comprehensive income and as a 
separate component of stockholders’ equity until realized by a sale. 

Figure 1 A-43 shows how a security would be adjusted to fair value. The example 
assumes that there was an unrealized loss of $14,257 the prior year. Because the 
unrealized loss at the end of the current year of $12,000 is $2,257 less than the prior 
year, an unrealized gain would be recorded. 



Figure 1A-43 Calculation of Securities Fair Value Adjustment-Available for Sale 



Available-for-Sale Debt Security Portfolio 
For Year Ended December 31, Year 1 






Unrealized 


Investments 


Amortized Cost Fair Value 


Gain (Loss) 


X Corporation 10% bonds (total portfolio) 


$300,000 $288,000 


S(12,000) 


Previous securities fair value adjustment 






balance— credit 




(14,257) 


Securities fair value adjustment— debit 




$2,257 



The balance sheet and the income statement for the available-for-sale security 
in Figure 1A-43 is illustrated in Figure 1A-44. (The income statement includes a 
$6,212 loss on the sale of a security that was sold during the year.) 

Figure 1A-44 Available-for-Sale Securities on the Balance Sheet and Income Statement 

Balance Sheet 

Current assets 

Interest receivable $xxx 

Investments 

Available-for-sale securities, at fair value $288,000 

Stockholders' equity 

Accumulated other comprehensive loss $12,000 

Income Statement 

$xxx 
$ 6,212 




Other revenues and gains 
Interest revenue 
Other expenses and losses 
Loss on sale of securities 
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Equity Securities 

Debt securities are used primarily to preserve capital and generate income; equity 
securities are those securities that convey an ownership interest in another entity. 
They include common and preferred stock, other capital stock, and rights to buy or 
sell ownership interests at set prices warrants, options, and rights). 

Equity securities do not include convertible debt securities or redeemable 
preferred stocks. Initially they are valued at acquisition cost plus brokerage and 
other fees. 

When the investor in a stock acquires an interest in the investee, the percentage 
of voting stock acquired determines the method of accounting for the security. 

• Holdings of less than 20% (passive interest)— Investor uses the fair value 
method. 

• Holdings between 20% and 50% (significant influence)— Investor uses the 
equity method. 

• Holdings of greater than 50% (controlling interest)— Investor issues consoli- 
dated financial statements. 



Holdings of Less than 20% 

Equity securities held at a level of less than 20% ownership interest are accounted 
for as either available-for-sale or trading securities. (Having no maturity date, they 
cannot be classified as held-to-maturity securities.) The presumption is that inves- 
tors with less than 20% interest have little or no influence over the investee. If the 
investor has significant influence over the investee even with less than 20% owner- 
ship interest, the equity method is used. (See the section titled “Holdings between 
20% and 50%” below.) 

Investments of less than 20% initially are recorded at their acquisition cost 
including fees and then are revalued to fair value at each balance sheet date. 
Securities acquired in a noncash exchange (such as for services or land) are recorded 
at the fair value of the noncash consideration paid or the fair value of the security 
received, whichever is more readily available. If neither value is easy to ascertain, 
an estimate must be made. 



Available-for-Sale Security Portfolio 

Cash dividends declared by the investee are reported as income by the investor. 
Securities initially are recorded at cost. At each balance sheet date, the portfolio 
is valued at fair value, with any net unrealized gain or loss calculated as shown in 
Figure 1A-45. 
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Figure 1 A-45 Calculation of Securities Fair Value Adjustment 

Available-for-Sale Equity Security Portfolio 
For Year Ended December 31, Year 1 



Unrealized 



Investments 


Cost 


Fair Value 


Gain (Loss) 


X Corporation 


$228,536 


$242,000 


$13,464 


Y Corporation 


279,400 


267,520 


(11,880) 


Z Corporation 


124.388 


9IS2Q 


(32,868) 


Total of portfolio 

Previous securities fair value adjustment balance 
Securities fair value adjustment— credit 


$632,324 


$601,040 


(31,284) 

1.000 

$(30,284) 



The net unrealized gain or loss on the portfolio is reported as part of other 
comprehensive income and as a component of stockholders’ equity (accumulated 
other comprehensive income). The entry to adjust the portfolio via the valuation 
allowance (securities fair value adjustment) and record an unrealized loss is illus- 
trated in Figure iA-46. 

Figure IA-46 Journal Entries for Securities Fair Value Adjustment 

Unrealized holding gain or loss - equity $30,28 

Securities fair value adjustment (available for sale) 



When a stock in the portfolio is sold, a realized gain or loss is calculated by 
deducting the acquisition cost from the net proceeds from sale. A realized gain 
would be accounted for as of the date of the sale, as shown in Figure 1 A-47. 

Figure 1A-47 Accounting Entries for a Realized Gain on Sale of a Security 

Cash $10,000 

Available-for-sale securities $4,000 

Gain on sale of stock $6,000 



Realized gains and losses are recorded when securities are sold. Sales and pur- 
chases of securities during the year will change the cost basis of the investment 
account. Companies often wait until year-end to calculate the net unrealized gain 
or loss on the portfolio as a whole. When an available-for-sale security is sold dur- 
ing the year, a reclassification adjustment also is required to avoid double-counting 
the gain or loss. These adjustments are discussed later in this topic. 



Trading Securities 

Accounting for trading securities is the same as the accounting for available- 
for-sale securities, with the exception that unrealized holding gains or losses are 
reported in net income instead of other comprehensive income. The account is 
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therefore unrealized holding gain or loss income, and sale or* the security requires 
any remainder of the gain or loss to be recognized in income. 

Holdings between 20% and 50% 

The equity method of accounting, described in ASC Topic 323, Investments— Equity 
Method and Joint Ventures , is required for any investor who is able to exercise sig- 
nificant influence over an investees operating and financial policies. The term “sig- 
nificant influence” is not limited to a minimum percentage of ownership of 20% but 
also can be determined by the amount of representation on the board of directors, 
material intercompany transactions, and other factors. 

However, unless evidence demonstrates otherwise, a 20% or greater investment 
is presumed to cause significant influence. Those holding greater than 20% inter- 
est in an investee can prove that they do not exert significant influence if situations 
such as the next ones are true: 

• Investor signed a contract surrendering significant rights to the investee. 

• Investee opposition, such as litigation or other challenges. 

• Investee ownership is concentrated among a small group that does not heed 
the investors opinions. 

• Investor tried and failed to get representation on the board of directors. 

• Investor is not allowed access to the required information for using the equity 
method. 

In such a case, the investor would be required to report its equity investment 
similar to the way investments are accounted for when the investor holds a less than 
20% ownership (i.e., available-tbr-sale security). 



Equity Method Accounting 

Under the equity method, an investment initially us recorded at acquisition cost 
plus fees. Subsequently, the investment s carrying amount is increased or decreased 
by the investor s percentage of the earnings or losses of the investee and is decreased 
by any dividends received from (or declared by) the investee. The investor records 
its share of the investees income as an increase or decrease in the carrying value of 
the investment account obtained by multiplying the percentage of ownership in the 
investee by its reported income. The equity method presumes a material relation- 
ship between the two entities, so in addition to recognizing that the earnings and 
losses of the investee raise or lower the investor’s net assets, several items must be 
removed from the investor’s books to avoid double-counting of assets or liabilities: 

• Any intercompany transactions that factor into the investor s net income must 
be eliminated to the extent of the investors interest therein. 

• The proportionate share of the difference between fair market values and book 
values of the investee’s fixed assets should be depreciated. If investee assets can- 
not be determined at fair market value, the entire difference between acquisi- 
tion price and book value is amortized as goodwill. 
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• The proportionate share of the investees extraordinary items (discussed later 
in this topic), results of discontinued operations, and cumulative effects of 
accounting principles should be treated as the investors extraordinary items. 

To illustrate the accounting for an equity purchased by an investor company, 
assume that an investor company purchases a 30% share in an investee company 
for $20 million. On the date of the investment, the investees book value is $50 mil- 
lion. The excess of purchase price over the proportionate share of the book value 
acquired is $5 million ($20 million minus 30% of $50 million). In this example, 
the difference is allocated among goodwill ($2.5 million), finite-lived intangibles 
($1.5 million), and undervalued depreciable assets of the investees company ($1 
million). The intangibles are amortized over five years, and the assets are depreci- 
ated over ten years. 

At the end of the first year when the investee company releases its end-of-period 
results, the investor company must account for both ordinary and extraordinary 
components of income. (Assume that the company reported $4.6 million in net 
income, which includes a $600,000 extraordinary loss.) A year-end dividend of 
S1.4 million also was declared. Finally, the amortization and depreciation resulting 
from the allocation of the excess purchase price must be accounted for. The entries 
for the end of the year are shown in Figure 1A-48. 

Figure 1A-48 Year-End Accounting Entries for 
Securities Accounted for under the Equity Method 



Investment in X Company stock 
Loss form investment (extraordinary) 



$1,380,000 

$180,000 



Income from investment (ordinary) 

[To record share of X Company net income 
($4,600,000 X 0.3) and extraordinary loss 
($600,000 X 0.3)1 



$ 



Cash 



$420,000 



Investment in X Company stock 

(To record dividend received 
($1,400,000 x 0.3) from X Company] 



Income from investment (ordinary) 



$400,000 



Investment in X Company stock 

To record amortization of investment cost 
in excess of book value represented by: 



$1 million 



Undervalued depreciable assets 



10 years 



= $100,000 



$1.5 million 



Unrecorded intangibles 



= $300,000 



5 years 



Total = $400,000 
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The carrying amount of the investment is calculated as in Figure 1 A-49 (assum- 
ing that a June dividend of S70G,000 was also declared, 30% of which would have 
been recognized in June, or 5210,000). 



Figure 1 A-49 Calculation of Investment Carrying Amount 



Investment in Investee Company 






Acquisition cost, 1/1/Year 1 


$20,000,000 




Plus: Share of Year 1 income before dividends and amortization 
Less: 


1.380.000 


21,380,000 


Dividends received 6/30 and 12/31 


(630,000) 




Amortization of undervalued depreciable assets 


(100,000) 




Amortization of unrecorded intangibles 


(300,000) 


(1,030,000) 


Carrying amount, 12/31/Year 1 




$20,350,000 



Holdings of Greater than 50% 

When a company achieves a controlling interest in an investees operations, usually- 
indicated by owning greater than 50% of the investees stock, each company contin- 
ues to maintain separate accounting records. Interperiod statements are prepared 
using the equity accounting method, and the investment is treated as a long-term 
investment. At the end of the accounting period, the parent company consolidates 
its results with those of the subsidiary. In the consolidated balance sheet, the invest- 
ment account is eliminated to avoid double-counting and is replaced with the indi- 
vidual assets and liabilities of the subsidiary. Consolidated statements treat the 
entities as a single accounting entity. Specifics of consolidated statements are not 
treated here. 

Purchase Accounting 

When one company acquires more than 50% of another through a merger, acqui- 
sition, or statutory consolidation, GAAP requires the use of purchase accounting 
to record the event. Purchase accounting records the value of the acquired firm at 
the fair market value of the consideration given (stock, cash, debt, or some combi- 
nation). Also included in the cost of the acquisition are any fees paid to complete 
the transaction (e.g., a preacquisition audit or finders fees paid to an investment 
banker). Purchase accounting requires that the net assets of the acquired compa- 
nies be recorded in the consolidated financial statements at their fair market value. 
Any difference between the amount paid and the fair market value of the acquired 
company’s net assets is recorded as goodwill. Goodwill is an intangible asset that 
must be tested for impairment annually and written down if impairment occurs. 
(Goodwill amortization is no longer acceptable under GAAP.) 

If the transaction is structured so the acquired firm remains a separate iegai 
entity, that firm is considered a subsidiary of the acquiring (parent firm and keeps 
its own set of books. The parent firm carries the subsidiary on its books in an 
investment in a subsidiary (asset) account. After the date of acquisition, period 
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adjustments are made to the investment in subsidiary account. If the holding com- 
pany has between 20% and 50% control, the parent company usually tracks its 
investment in the subsidiary using the equity method. If the parent company has 
a controlling interest (usually greater than 50% ownership), use of consolidated 
financial statements and the equity method is required. Under the equity method, 
the investment account is increased by the subsidiary’s net income, decreased for 
dividends paid, and adjusted for any additional expenses related to the step-up in 
basis to fair market value. Under the cost method, an adjustment to the invest- 
ment in subsidiary account is made for a permanent decline in value and additional 
investments. 

Consider an example in which Acme Diversified purchases 60% of Abco Inc.s 
stock for $3.84 million. Figure 1 A-50 compares the differences between the cost and 
equity methods by showing the accounting entries for the first year of the relation- 
ship. The example assumes that the $3.84 million investment exceeded Abcos book 
value by $480,000. Of this, $240,000 was considered goodwill and $240,000 was 
considered an excess of market value over book values for depreciable assets. (This 
amount is amortized over five years while goodwill is not amortized.) Furthermore, 
in Year 1, Abco reported income of $432,000 and a dividend of $144,000. 

Income of $432,000 less the dividend leaves cumulative income after dividends 
of $288,000. 



Figure 1 A-50 Cost Method versus Equity Method— Parent Company Perspective 



Cost Method 


Equity Method 


Year 1 


Year 1 


Investment in Abco $3,840,000 

Cash $3,840,000 

To record the initial investment 
Cash $86,400 

Dividend income $86,400 

To record dividends received (0.6 x $144,000) 


Investment in Abco $3,840,000 

Cash $3,840,000 

To record the initial investment 
Investment in Abco $259,200 

Equity in subsidiary income $259,200 

To record equity in subsidiary income (0.6 x $432,000) 

Equity in subsidiary income $48,000 

Investment in Abco $48,000 

To adjust equity in subsidiary income for excess depreciation 
($240,000/5 years = $48,000) 

Cash $86,400 

Investment in Abco $86,400 

To record dividends received (0.6 x $144,000) 

Investment in Abco $86,400 

To record dividends received (0.6 x $144,000) 



Figure 1A-51 shows how the investment account balances are determined in 
Year 1. 
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Figure 1 A-51 Investment Accounts: Cost versus Equity Methods 



Investment Account at Year 1 End 



Cost Method 


Equity Method 


Year 1 cost 


$3,840,000 


Year 1 cost 


$3,840,000 








Year 1 equity 
in subsidiary 
income 


$259,200 


Year 1 amortization 
of depreciable 
assets 

Year 1 share of 
dividend declared 


Year 1 balance 


$3,840,000 


Year 1 balance 


$3,964,800 





What does the comparison between the two methods tell us? 

♦ Dividends paid or declared are considered income under the cost method but 
are recorded as a decrease in investment under the equity method. 

♦ Income reported by the subsidiary increases the investment account (asset 
account) under the equity method but does not get recorded under the cost 
method. 

♦ Additional depreciation expense of assets marked up during acquisition is 
included in the equity method but is not in the cost method. 



Financial Statement Presentation Issues 

Two specific issues in statement presentation have a significant impact on financial 
statements. These include impairment of value and reclassification adjustments. 

Impairment of Value 

Investments sometimes suffer impairments in value, which are losses that are other 
than temporary. All investments should be evaluated to determine if this is the case. 
The most common impairments are bankruptcies or other loss of liquidity on the 
part of an investee. When an impairment is judged to be other than temporary, it is 
written down to its new cost basis. Impairment losses are considered realized and 
are included in net income. 

Impairment testing is performed in the following manner. 

• Debt securities— Determine if it is probable that an investor will be unable to 
collect all of the amounts due as per the terms of contract. 

• Equity securities— If the security’s net realizable value is lower than the carry- 
ing amount of the investment, consider the duration of time and the extent to 
which the fair value has been less than cost, the intent and ability of the inves- 
tor to hold the investment for the period anticipated for the fair value of the 
investee s stock to regain its value, and the investee’s future prospects. 

Assume a loss on available-for-sale securities was reported earlier as an unre- 
alized loss in comprehensive income, say, of $100,000 on a $1 million bond. If the 
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loss needs to be recorded as a realized loss because the impairment in value is con- 
sidered other than temporary, the accounting entry (assuming an available-for-sale 
debt security) is as shown in Figure 1 A-52. 

Figure 1 A-52 Realized Loss Due to Impairment 

Loss on impairment 

Securities fair value adjustment (available for sale) 

Unrealized holding gain or loss - equity 
Available-for-sale securities 



$ 100,000 

$ 100,000 

$ 100,000 

$ 100,000 



Thus, the investment in the debt security has a new cost basis of $900,000. 

Reclassification Adjustments 

Unrealized gains and losses on available-for-sale securities are included in other 
comprehensive income. When the securities are sold, realized gains and losses are 
reported as part of net income, so double-counting occurs unless a reclassification 
adjustment is performed. For example, assume an investor holds the portfolio of 
stocks in Figure 1 A-53 for Year 1. 



Figure 1A-53 Available-for-Sale Security Portfolio 



Investments 


Cost 


Fair Value 


Unrealized 
Holding 
Gain (Loss) 


X Corporation common stocks 


$98,400 


$129,150 


$30,750 


Y Corporation common stocks 


147600 


166.050 


IF 450 


Total of portfolio 

Previous securities fair value adjustment balance 
Securities fair value adjustment— debit 


$246,000 


$295,200 


49.200 

Q 

$49,200 



The investor s statement of comprehensive income for the period would include 
the net holding gains for Year 1 as in Figure 1 A-54. 

Figure 1A-54 Statement of Comprehensive Income 



Bounce Sporting Goods Company 
Statement of Comprehensive Income 
For Year Ended December 31, Year 1 



Net income $430,500 

Other comprehensive income 
Holding gains arising during period 

Comprehensive income 49.200 

$479,700 



The X Corporation stock was sold with a realized gain of $30,750 in Year 2. The 
available-for-sale security portfolio at the end of Year 2 is illustrated in Figure 1 A-55. 
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Figure 1A-55 Available-for-Sale Security Portfolio 



Investments 



Cost 



Unrealized 

Holding 

Fair Value Gain (Loss) 



Y Corporation common stocks 

Previous securities fair value adjustment balance— debit 

Securities fair value adjustment— credit 



5147,600 $190,000 



$42,400 

(49,200) 

5(6,800) 



The holding gain or loss is computed as in Figure 1 A-56. 



Figure 1A-56 Computation of Total Holding Gain (Loss) 

Unrealized holding gain (loss) 

Realized holding gain 
Total holding gain recognized 



5(6,800) 

30.750 

$23,950 



The unrealized gain on the X Corporation stock was included in the Year 1 
comprehensive income statement while in Year 2 the realized gain was reported 
in net income. Because comprehensive income is a component of net income, a 
reclassification adjustment is required in the Year 2 statement of comprehensive 



income to eliminate the realized gain from comprehensive 
Figure 1A-57. 

Figure 1 A-57 Statement of Comprehensive Income 


income, as shown in 


Bounce Sporting Goods Company 
Statement of Comprehensive Income 
For Year Ended December 31, Year 2 




Net income (includes $30,750 realized gain on X Corporation shares) 
Other comprehensive income 


$885,600 


Holding gains arising during period ($190,000 - $166,050) 


$23,950 


Less: Reclassification adjustment for gains included in net income 


(30.750) (MQ0) 


Comprehensive income 


$878,800 



Property, Plant, and Equipment 



Property, plant, and equipment (PP&E) covers all assets of durable nature, such 
as land, office and retail space, factories, warehouses, equipment, machinery, and 
company vehicles. 



Major Characteristics of PP&E 

To be considered PP&E, an asset must have these three characteristics: 

1. The asset is held for use in operations and not for resale. PP&E includes 
assets held for use in operations. Assets acquired for invesir.en: o: resaie are 
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not considered PP&E. For example, a vacant building would be classified as an 
investment. 

2. The asset is long term in nature and if other than land is depreciable. PP&E 
is expected to provide future benefits over a number of years. Based on the 
matching principle, the asset’s cost is spread over its estimated life and charged 
to earnings as depreciation expense. Land, which typically does not decline in 
value, is not depredated (but in some cases, its value may become impaired). 

3. The asset must be tangible. Assets classified as PP&E have a physical substance, 
in contrast to intangible assets, such as copyrights or patents, which do not. 



Cost Basis of Valuing PP&E at Acquisition 

The historical cost, or acquisition cost, is the basis used to value PP&E. Issues related 
to costing land, buildings, equipment, and self-constructed assets also are consid- 
ered in this section. 

Historical Cost 

Historical cost is measured by the cash or cash equivalent price paid to obtain or 
construct an asset, including transportation, installation costs, taxes, and related 
costs. The general rule for determining the cost of an asset, whether PP&E or inven- 
tory, is that all the costs necessary to get the asset in place and ready for its intended 
use are capitalized as part of the cost of the asset. 

At the acquisition date, an asset’s historical cost and fair value are equivalent. 
Subsequent to acquisition, changes in fair value are not recognized in the accounts 
(except when impairment occurs). Some accountants would argue that fair values 
constitute more relevant measures than historical costs. However, others are con- 
cerned that fair values may lack reliability. Consequently, under GAAP, PP&E is 
valued at amortized historical cost because of its reliability. The costs of additions 
or improvements are added to the cost of plant assets when an increase in future 
service potential will result. In contrast, the cost of routine repairs and maintenance 
would be expensed as incurred. 

Cost of Land 

The cost of land includes: 

• The purchase price. 

• Closing costs, including title, commissions, legal fees, past-due taxes, and 
insurance. 

• Land preparation costs, such as grading, filling, demolition, draining, razing 
old buildings (net of salvage proceeds), and clear-cutting. 

• Cost of surveys. 

• Assumption of liens, mortgages, or other possible encumbrances. 

Special assessments for municipal improvements, such as sewers and street 
lights, are charged to the land account because typically they are permanently 
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maintained by the government. The cost of private improvements of a temporary 
nature, such as driveways and fences, would be recorded in a separate land improve* 
ments account and depreciated over the useful life of the improvement. Land held 
for speculative reasons is considered an investment; land held by a property devel- 
oper for resale would be considered inventory. 

Cost of Buildings 

The cost of buildings includes all costs to buy or construct a building, including 
architect s fees, building permits, materials, labor, and overhead. If an old building 
is razed to make way for a new building, that cost is considered part of the cost of 
the land, which is being readied for its intended use as a building site, not part 
of the cost of the new building. 

Cost of Equipment 

All expenditures in purchasing, shipping, preparing a site, and installation of 
equipment are included in the cost of the equipment. For example, preparing a 
foundation for equipment is included in the cost. Equipment encompasses office 
equipment, machinery, delivery equipment, furniture, fixtures, and all other simi- 
lar fixed assets. 

Cost of Self-Constructed Assets 

While most companies contract out construction projects to professional firms, 
some companies, such as those in the telecommunications, rail, and utilities indus- 
tries, construct their own assets. Lacking an external purchase price, the cost of 
self-constructed assets is more difficult to determine. An entity must allocate costs 
and expenses carefully between operating and construction activities to determine 
the assets cost. 

Allocating direct construction costs, such as materials and direct labor, is 
straightforward. In theory, indirect costs, such as insurance, property taxes, util- 
ities, depreciation of fixed assets, and supervisory factory labor, might be dealt 
with in different ways. In practice, a proportional amount of these overhead costs 
would be allocated to the self-constructed asset. However, some accountants would 
argue against allocating these overhead costs to construction, because they would 
be incurred whether the construction project was under way or not. Any costs 
incurred in excess of the asset s market value should not be capitalized but would 
be recorded as a loss. 

Accounting for Interest Costs during Construction or Acquisition ofPP&E 

In theory, capitalization of interest costs arising during construction of PP&E can 
be handled in three ways: 

1. Capitalize only actual interest costs arising during construction. With a 
few exceptions, GAAP requires this method because it uses the historical cost 
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principle of recording only actual transactions that are a part of the actual cost 
of construction. Under GAAP, the amount of interest capitalized is based on 
the lower of the amount of interest actually incurred during the construction 
period or the amount of interest that would have been avoidable if expenditures 
for the asset had not been made. 

2. Do not capitalize any interest charges during construction. Those who favor 
this approach argue that if a firm had used equity rather than debt financing, 
no interest costs would have been incurred. Therefore, interest should be consid- 
ered a financing cost rather than a construction cost. However, unless the related 
interest costs are immaterial, such an approach is unacceptable under GAAP. 

3. Capitalize all types of finance costs used to construct the asset, whether spe- 
cifically identifiable or not. Some argue that there is always an opportunity 
cost to funding construction, whether debt or equity financing is used, and 
that this should be considered part of the assets cost. However, because this 
opportunity cost is a subjective measure that does not fit with the historical 
cost method, it is not used under GAAP. 

Nonmonetary Exchanges 

Exchanges of nonmonetary assets (such as inventory or PP&E) are recorded based on 
fair values, as long as the transaction has commercial substance. A transaction has 
commercial substance if the exchange will change the timing and amount of the firm’s 
future cash flows. Future cash flows are likely to change when the assets exchanged are 
dissimilar (inventory for equipment) or when the assets are similar (truck for truck) but 
have different expected useful lives. In other words, if the two entities will ha\ e different 
economic positions after the exchange, the transaction has commercial substance and 
is reported at fair value with gains or losses on the exchange Immediately recognized. If 
future cash flows are not expected to change significantly, the transaction lacks commer- 
cial substance and would be accounted for at book value. Losses on the exchange would 
be recognized, but no gains would be reported unless “boot” (e.g., cash) was received in 
the transaction; then a portion of the gain would be recognized. 

Accounting for Exchanges with Commercial Substance— Gain Recorded 

An asset acquired in a nonmonetary exchange is valued based on the fair values of 
the assets given up. Only in the case when it is more clearly evident would the fair 
value of the asset received be used instead. Figure 1 A-58 illustrates the computation 
of a gain when a warehouse is acquired in exchange for a fleet of cars. 

Figure 1A-58 Computation of Fair Value of Cars and Gain 



Fair value of cars 
Cost of cars 

Less: Accumulated depreciation 
Book value of car 
Gain on disposal of cars 



$192,000 

66.000 



$147,000 



126.000 



$ 21,000 
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The warehouse would be recorded for 514“ 000, the fair value of the cars given 
up. The cars and their related accumulated depreciation account would be written 
off, and a gain of $21,000 would be recorded as a result of the exchange. 

Accounting for Exchanges with Commercial Substance— Loss Recorded 

This situation is illustrated in Figures 1A-59 and 1 A-60. The example assumes that 
a company acquires a new machine (B) with a list price ot 525,000 by paying cash 
and trading in its old machine (A). An analysis of the future cash rlow associated 
with the old and new machines indicates that the exchange has commercial sub- 
stance. The old machine had an original cost of $18,000, and accumulated depre- 
ciation of $8,000 has been recorded on it. The fair value of the old machine is 
determined to be $7,000, but a trade-in allowance of $12,000 is negotiated for it as 
part of the purchase agreement. 



Figure 1 A-59 Computation of Cost of New Machine 



List price of new machine 


$25,000 


Less: Trade-in allowance for used machine 


12, QW 


Cash payment due 


13,000 


Fair value of used machine 


7.000 


Cost of new machine 


$20,000 


The accounting entry to record the exchange is 


shown in Figure 1A-60. 


Figure 1 A-60 Accounting Entry for Exchange 




Machine B 


$20,000 


Accumulated depreciation — machines 


$8,000 


Loss on disposal of machine 


$3,000 


[Fair value - book value: $7,000- $10,000) 




Machine A 


$18,000 


Cash 


$13,000 



Accounting for Exchanges without Commercial Substance 

When the company remains in the same economic position as before the exchange, 
the asset acquired should be recorded at the book value of the asset disposed of. Any 
losses on the exchange would be recognized, but generally no gains are recognized 
unless “boot” (e.g., cash) was received in the transaction. In this case a partial gain 
would be recognized. To illustrate a situation involving a nonmonetary exchange 
that lacks commercial substance (no boot received), assume that company A 
exchanges its iron stamping machine for company Bs steel stamping machine. 
Company As iron stamping machine has a: 

• Fair value of 5112, 000. 

• Book value of S94.500 (cost of 5105,000 less accumulated depreciation of 

$10,500). 
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Company Bs steel stamping machine has a: 

• Fair value of $119,000. 

• Book value of $95,200 (cost of $140,000 less accumulated depreciation of 

$44,800). 

Company A also pays company B $7,000 in cash. From company A’s perspec- 
tive, the calculation of the unrealized gain on the swap is shown in Figure 1 A-61. 

Figure 1A-61 Calculation of Gain (Unrecognized) 

Fair value of iron stamper exchanged $1 12,000 

Book value of iron stamper exchanged 94.500 

Total gain (unrecognized) $17,500 

The new machine is expected to produce cash flows similar to those of the old 
machine, so the exchange is deemed to lack commercial substance. As a result, the 
total gain on disposal of the old machine is deferred. The cost recorded for the new 
machine can be calculated based either on the book value of the assets given up 
or on the fair value of the asset received less the amount of gain deferred, as illus- 
trated in Figure 1A-62. 



Figure 1A-62 Basis of Steel Stamper 



Book Value Method 




Fair Value Method 




Book value of iron stamper 


$94,500 


Fair value of steel stamper 


$119,000 


Cash paid 


7.000 


Or Less: Gain deferred 


UZiEffi 


Basis of steel stamper 


$101,500 


Basis of steel stamper 


$101,500 



The entry to record this exchange on company As books is shown in Figure 1 A- 63. 



Figure 1A-63 Company A's Entry for the Exchange 

Steel stamper $101,500 

Accumulated depreciation— old boiler $10,500 

Iron stamper $105,000 

Cash $7,200 

If the steel stamping machine is later sold to an outside party, the deferred gain 
that reduced its basis will be recognized. 

Nonmonetary exchanges should be disclosed in the financial statement notes. 
Disclosure should include the nature of the transaction, the accounting method 
used, and any gains or losses recognized. 



Payment for PP&E in the Form of Stock 

When PP&E assets are acquired through me issuance of stock or other securities, 
the par value of the stock will be inadequate to measure the true cost of the property. 
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Instead, if the stock is being actively traded, its current market value is used. If the 
stock value cannot be determined because the stock is not actively traded, an esti- 
mate of the market value of the property should be made and used as the basis for 
recording the value of both the asset and the issuance of the stock. 

An example follows of an acquisition when the stock is being actively traded. 
Acme Company wants to build luxury condominiums and so purchases a ware- 
house from Robin Manufacturing by issuing Robin 10,000 shares of $1 par com- 
mon stock currently trading at $20 per share. Acme’s accounting entry would be 
as shown in Figure 1A-64. 

Figure 1 A-64 Acme Company Accounting Entry 

Property (1 0,000 shares x $20/share) $200,000 

Common stock $10,000 

Additional paid-in capital $190,000 



Accounting for Costs Subsequent to Acquisition 

Costs subsequent to the acquisition of PP&E are either capitalized or expensed 
as operating expenditures. To qualify as a cost to be capitalized (recorded to the 
asset account), the cost should provide future economic benefits above those that 
were expected from the existing asset. Future economic benefits can be increased 
either by extending the life of the asset or increasing the productivity of the asset 
by improving either the quantity or quality of the units produced. 

Additions, improvements and replacements, reinstallations or rearrangements, 
and repairs each have special accounting implications. 

Additions 

Additions should be capitalized because they are effectively new assets. If the addi- 
tion results in modifications to the existing structure, the cost of those modifi- 
cations would be capitalized provided the addition had been planned when the 
existing structure was constructed; otherwise, the costs would be reported as an 
expense or loss. 

Improvements and Replacements 

An improvement substitutes a more effective asset for one in place; replacements 
replace aging assets with newer versions of the same thing. Both should be capi- 
talized. Three approaches are used to account for such capitalizations: the substi- 
tution method, capitalizing the new cost, and charging the cost to accumulated 
depreciation. 

1. Substitution method. Whenever the book value of the asset to be replaced is 
known, the substitution method should be used. The book value of the old asset 
is removed from the asset account and the new item is recorded. Assume that 
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an old boiler needs to be replaced with a new boiler. The old boiler has a scrap 
value of S300, a current book value of $4,500, and an original book value of 
$45,000 less accumulated depreciation of $40,500. The new boiler costs $37,500. 
The book entry for the substitution is shown in Figure 1 A-65. 

Figure 1A-65 Substitution Method Accounting Entries 



2. Capitalizing the new cost. Improvements usually are handled by capitalizing 
the cost of :he new item without removing the carrying amount of the old item. 
This is justified by the assumption that sufficient depreciation was taken on the 
old item to make the carrying amount close to zero. 

3. Charge accumulated depreciation. If the quality or quantity of an asset has not 
been improved but its useful life is extended, the costs are debited to accumu- 
lated depreciation because the previous reduction in carrying value has been 
restored. Such accounting will extend the depreciable life of the asset. 

Reinstallations or Rearrangements 

Movements of assets from one location to another are capitalized and expensed over 
the period of benefit. If certain of these costs cannot be separated from other oper- 
ating benefits or if the costs are immaterial, they should be expensed immediately. 



Repairs that maintain a normal level of asset function are charged to the expense 
account in the period incurred. An allowance for repairs account sometimes is 
used when all repairs are performed during particular interim periods but ben- 
efit the entire year. For example, assume that a company estimates it will need to 
spend $1,000,000 on repairs during the year and allocates these costs over the four 
quarterly periods. Actual repair expenditures were incurred in the second quarter 
($520,000), in the third quarter (S256,000), and in the fourth quarter ($235,000). 
The accounting for each quarter would be as showm in Figure 1A-66. 

Figure 1A-66 Accounting Entries Using a Repair Expense Account 
First-Quarter End 

Repair expense $250,000 



New boiler 

Accumulated depreciation— old boiler 
Loss on disposal of old boiler ($4,500 - $300) 



$37,500 

$40,500 

$4,200 



Old boiler 

Cash ($37,500 - $300) 



$45,000 

$37,200 



Repairs 



{Con tin ued) 
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Figure 1A-66 ( Continued ) 
Second-Quarter End 



Allowance for repairs 

Cash, accrued payroll, inventory, etc. 
Repair expense 



Allowance for repairs 



$ 1 , 000,000 

4 



Third-Quarter End 



Allowance for repairs 

Cash, accrued payroll, inventory, etc. 
Repair expense 



Allowance for repairs 



$1,000,000 

4 



Fourth-Quarter End 

Allowance for repairs 

Cash, accrued payroll, inventory, etc. 

Repair expense 

Allowance for repairs 

($520,000 + $256,000 + $235,000 - ($250,000 x 3)] 



$520,000 

$250,000 



$520,000 

$250,000 



$256,000 

$250,000 



$256,000 

$250,000 



$235,000 

$261,000 



$235,000 

$261,000 



At the end of the year, the allowance for repairs account must have a zero bal- 
ance, so any remaining balance should be dosed to repairs expense. On interim 
statements, the allowance for repairs account is reported as a contra account to 
PP&E. 

Depreciation 

Depreciation is an accounting method of allocating costs over the useful life of a 
tangible asset to the periods the asset will benefit. Because depreciation is a method 
of cost allocation, not a method of asset valuation, the fair market value of an item 
generally has no relation to its depreciated book value. For natural resources and 
intangible assets, the terms “depletion" and “amortization" are used instead of 
depreciation. 

In order to calculate depreciation, the following must be determined: 

• Depreciable base 

• Useful life 

• Method of depreciation 

An assets depreciable base is its original cost minus its salvage (or residual) 
value, which is the estimated value of the asset at the end of its useful economic life. 
An assets useful economic life may be shorter than its actual physical life, because, 
for example, it is expected to become obsolete before it actually wears out A paper 
mill may shut down an old but still-functioning press because newer machines pro- 
duce paper more efficiently and cheaply. 
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When assets are purchased or sold partway through a year, the annual depre- 
ciation expense is calculated and then prorated for the partial year (e.g., if a full 
years depreciation is $120,000 and the asset was purchased on April 1, then 
9/12 x $120,000 = $90,000). 

We will consider depreciation methods based on expected units of use (the 
activity method) and expected years of use (the straight-line, sum-of-the-years’- 
digits, and declining balance methods). The sum-of-the-years’-digits and declining 
balance methods also are considered decreasing charge or accelerated depreciation 
methods because they result in high depreciation cost in earlier years and decreas- 
ing charges in later years. 

For comparability, the same asset will be depreciated using each different 
method: a plastic extruder machine that cost $1,000,000 and has a $150,000 salvage 
value and an estimated life of 70,000 units produced or seven years of useful life. 

Activity Method 

The activity method (also known as the variable charge approach, units of produc- 
tion method, or units of output method) of depreciation does not depreciate assets 
by the passage of time but by units of use of the asset, either input units, such as 
the number of hours used, or output units, such as the number of items produced 
by the asset. Output measures associate costs with use more closely and should be 
used if easily determined. 

The depreciation charge for a year is calculated in the following manner: 



_ , Depreciable Base x Units Produced or Hours Used 

Depreciation Charge = 

Total Units of Production or Total Hours Usable Over Life 



If the plastic extruder machine actually produces 9,500 units in the first year 
and the asset has a depreciable base (cost less salvage) of $850,000, the depreciation 
charge for the first year is calculated as: 



$850, 000x9,500 
70,000 



= $115,357.14 



The activity method is suitable for equipment and vehicles, but it is not useful 
for buildings because they depreciate primarily due to time rather than use. The 
activity method produces lower depreciation during periods of low use and higher 
depreciation during periods of high use and effectively matches costs with revenues 
for assets whose utility declines depending on the amount of usage. Therefore, the 
activity method is considered the best approach under GAAP for items that depre- 
ciate through wear or use. 



Straight-Line Method 

The straight-line method of depreciation is simple and therefore widely used. When 
obsolescence is a primary cause of depreciation, this time-based method that allo- 
cates equal depreciation to each period is often the most appropriate conceptually. It 
is also most appropriate for assets that generate revenue consistently over their lives. 
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Depreciation is calculated as follows: 

, ^ _ Depreciable Base 

Annual Depreciation Charge = £ — 

Estimated Service Life 

Referring to our example, this would result in: 

Annual Depreciation Charge = ^ j’— = $121,428.57 

One objection to this method is that it makes the unrealistic assumption that 
the asset s usefulness is the same every year and that repair costs are also the same 
each year. Also, as the depreciation reduces the asset’s book value, if the revenue 
produced from use of the asset is steady each year, then the rate of return from 
the asset will continue to increase. 



Accelerated Depreciation Methods 

Accelerated depreciation or decreasing charge methods depreciate an asset more in 
the earlier years and less and less in the later years of the asset's life. The reasoning 
behind such methods is that assets lose the majority of their value in the first years of 
use and that repair costs will generally increase over the life of the asset. Repair costs 
increase as depreciation charges decrease, so that the total asset-related expenses are 
smoothed out. This method is also conceptually appropriate for assets that generate 
more revenue in their earlier years than in their later years. 

Because depreciation is a noncash expense, it reduces a company’s operat- 
ing income and thereby reduces the company’s tax liability. Hence, methods 
that record higher depreciation expenses early in the lifetime of the asset will 
reduce their tax liability sooner, which would result in a better cash flow in the 
earlier periods. 

• Sum-of-the-years’-digits method. The sum-of-the-years’-digits method uses 
the depreciable base (cost less salvage value) and multiplies it by a fraction that 
decreases each year. The fraction is determined as follows: 

_ . Years of Useful Life Remaining 

Depreciation Fraction = 

Sum of All Years of Useful Life 

7 7 

First Year of 7-Year Life = = — 

7 + 6 + 5 + 4 + 3 + 24-1 28 



or 



Sum of All Years of Useful Life = — = = 28 

(where n = all years of useful life) 
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Figure 1A-67 shows how this method is applied to the extruder machine. 
(Note: To avoid rounding issues, the depreciation expense was calculated by 
multiplying the depreciable base by the numerator of the depreciation fraction 
and then dividing the total by the denominator. The answers were rounded to 
the nearest dollar.) 



Figure 1A-67 Sum-of-the-Years' Digits Method 



Year 


Depreciable 

Base 


Years of Life 
Remaining 


Depreciation 

Fraction 


Depreciation 

Expense 


End-of-Year 
Book Value 


0 










$1,000,000' 


1 


$850,000 


7 


7/28 


$212,500 


$787,300 


2 


$850,000 


6 


6/28 


$182,143 


$605,357 


3 


$850,000 


5 


5/28 


$151,786 


$453,571 


4 


$850,000 


4 


4/28 


$121,429 


$332,142 


5 


$850,000 


3 


3/28 


$91,071 


$241,071 


6 


$850,000 


2 


2/28 


$60,714 


$180,357 


7 


$850,000 


1 


1/28 


$30,357 


$150,000' 


Totals 




28 


28/28 


$850,000 





‘Book value at date of purchase fi.e.. cost). 

Salvage value. Final book value should always equal salvage value. 



♦ Declining balance method. The declining balance method is aprhec using a 
percentage of a straight-line depreciation rate. In the straight-line method, an 
asset with a ten-year life is depreciated at 10% per year (1/10); the declining bal- 
ance method is usually applied at 150% or 200% of the straight-line rate. In the 
latter case, it is called the '‘double-declining balance method.”) 

The declining balance method calculates depreciation based on the assets 
book value without regard to salvage value (in contrast to the other methods that 
calculate depreciation based upon the depreciable base, or cost minus salvage 
value). As the asset s book value declines, applying the constant percentage rate 
of depreciation results in a lower amount of depreciation each year. 

For example, in the case of the plastic extruder machine with a life of seven 
years, its straight-line depreciation rate would be 1/7, or 14.29% per year. If 
150% declining balance depreciation is used, the rate would be 1/7 x 1.5 = 1.5/7 
= 21.43%. The double-declining balance would be 1/7 x 2 = 2/7 = 28.57%. 

Depreciation schedules using both 150% declining balance and double- 
declining balance rates are shown in Figure 1A-68. Note that as soon as 
the asset s residual value is reached, the depreciation ceases. As a result, in the 
figure, the normal declining balance computation requires an extra year under 
the 150% declining balance rate and the depreciation is settled a year early 
using the double-declining balance method. 
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Figure 1A-68 Declining Balance Depreciation Methods 



Bounce Sporting Goods Company 
Declining Balance Depreciation Methods 


Year 


Book Value 
of Asset at 
Beginning of 
Year 


Rate 


Depreciation 

Charge 


Book Value at End 
of Year 


150% Declining Balance 


1 


$1,000,000 


21.43% 


$214,300 


$785,700 


2 


785,700 


21.43% 


168,376 


617,324 


3 


617,324 


21.43% 


132,293 


485,031 


4 


485,031 


21.43% 


103,942 


381,089 


5 


381,089 


21.43% 


81,667 


299,422 


6 


299,422 


21.43% 


64,166 


235,256 


7 


235,256 


21.43% 


50,415 


184,841 


8 


184,841 


21.43% 


34,841*1 


50,000* 








$850,000 





•Depreciation charge of $39,611 in Year 8 reduced to arrive at salvage value of $1 50,000. 



Double-Declining Balance 



1 


$1,000,000 


28.57% 


$285,700 


$714,300 


2 


714,300 


28.57% 


204,076 


510,224 


3 


510,224 


28.57% 


145,771 


364,453 


4 


364,453 


28.57% 


104,124 


260,329 


5 


260,329 


28.57% 


74,376 


185,953 


6 

7 


185,953 


28.57% 


35,953* 


150,000* 


/ 






$850,000 





•Depreciation charge of $53,127 in Year 6 reduced to arrive at salvage value of $150,000. 



To make sure that the asset is not depreciated below its salvage value or 
to complete the depreciation on the original schedule, some entities switch to 
a straight-line method near the end of the asset s useful life. For example, if 
in Year 5 of the 150% declining-balance example, the book value would be 
$299,422, and the depreciable base would be $249,422 ($299,422 - $150,000 = 
$ 1 49,422) . The asset has two years left from its original estimate, so $ 1 49,42 2/2 = 
$74,71 1 is recorded in depreciation for Years 6 and 7. 

Group and Composite Methods 

The group and composite methods of depreciation are alternate methods that take a 
group of depreciable assets, average their service lives via a weighted average of the 
units, and then depreciate the group as if it were a single asset. Because the items 
are aggregated, gains and losses cannot be recognized when an asset is disposed 
of. Instead, gains and losses are netted into accumulated depreciation. The group 
method aggregates similar assets; the composite method aggregates dissimilar assets. 
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Both methods use the same formula: 



Depreciation Rate = 



Sum of Straight-Line Depreciation of Each Asset 
Total Asset Cost 



Depreciation Expense = Depreciation Rate x Total Cost for Group or Composite 



Selecting a Depredation Method 

A company can select different depreciation methods for different classes of assets. 
For example, buildings that provide constant benefits over their useful life might 
be depreciated using the straight-line method while equipment that has a greater 
loss of utility in the initial years might be depreciated using the declining balance 
method. 

Figure l A-69 compares depreciation methods and notes their effect on depre- 
ciation expense, operating income (01), tax expense and liability, and assets. The 
straight-line method is used as a baseline, and the other methods are compared to it. 

Note that this comparison is for just one asset, but if the method was consis- 
tently applied, a similar result would be seen for the entire company. Note also that 
the activity method is omitted because if units of actual use match their expected 
values, this will result in the same depreciation as the straight-line method. (When 
it does not, each company will experience different results.) 



Figure 1A-69 Comparison of Depreciation Methods to the Straight-Line Method 



Method 

Effect 


Straight-Line 

Method 


Sum-of- 

Years'-Digits 

Method 


150% 

Declining 

Balance 


Double- 

Declining 

Balance 


Depreciation expense 
In Year 1 


$121,429 


$212,500 


$214,300 


$285,700 


In Year 7 


$121,429 


$30,357 


$50,415 


$0 


Effect on 01 

In Year t 




i $91,071 


1 $92,871 


1 $164,271 


In Year 7 


- 


t $91,072 


T $71,014 


t $121,429 


Effect on taxes (40%) 
In Year 1 




i $36,428 


i $37,148 


1 $65,708 


In Year 7 


- 


t $36,429 


t $28,406 


t $48,571 


Effect on assets 
In Year 1 




1 $91,071 


1 $92,871 


{ $164,271 


In Year 7 


- 


t $91,072 


t $71,014 


t $121,429 



For tax purposes, companies usually compute depreciation using the IRS’s 
modified accelerated cost recovery system (MACRS), which sets different depre- 
ciation rates and methods depending on one of eight asset classes determined by 
asset life. The first four classes cover assets under 15 years of life and use the double- 
declining balance method; the next two classes cover assets between 15 and 27 Vi 
years and use the 150% declining balance method; and the last two classes cover 
assets with lives of 27 Vi years or longer and use the straight-line method. 
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Differences in depreciation methods for financial reporting and tax purposes 
often lead companies to record deferred tkx liabilities. To illustrate the treatment of 
a tax liability here, assume that a firm used the straight-line method for financial 
reporting and the sum-of-the-years’digits method for tax reporting (using the data 
in Figure 1 A-67). If the operating income from before this depreciation charge is 
deducted (with all other depreciation items already deducted) was $1,000,000, then 
for book purposes, under the straight-line method, income before taxes would be 
$878,571, with tax owed of $351,428. For tax reporting under the sum- of- yea rs’- 
digits method, resulting income before taxes would be $787,500, with tax owed of 
$315,000, for a deferred tax liability of $36,428 (i.e., you are paying less taxes now 
and therefore will owe more later). 

Another way of saying this is that the additional $36,428 increases the com- 
pany s annual depreciation tax shield (the total annual amount saved in taxes from 
taking depreciation deductions). 

If the asset is retained for the seven years, the tax liability would be offset by 
corresponding increases in taxes owed (e.g., $35,429 in Year 7), removing this tem- 
porary difference. (If sold earlier for a taxable gain, the sale may result in having to 
pay this deferred tax liability.) However, due to the time value of money, companies 
prefer to pay lower taxes in earlier years. Companies will also have more money to 
reinvest in their business in these earlier years. 

Deferred taxes are discussed in more detail later in this topic. 

Impairment 

Property, plant, and equipment (PP8cE) is carried at historical cost and is not reval- 
ued at each balance sheet date to fair market value. However, when the book value 
of PP&E cannot be recovered through sale or use, the value of the asset has become 
impaired and the carrying value must be written down to fair value. Arriving at 
fair value for PP&E can be difficult and subjective. 

ASC Topic 360, Property , Plant , and Equipment (previously addressed in FASB 
Statement No. 144) indicates that PP&E should be tested for impairment when one 
of the following circumstances exists: 

• Significant decrease in the market value of an asset (asset group) 

• Significant adverse change in the extent or manner in which an asset is used 
or its physical condition 

• Significant adverse change in legal factors or in the business climate that could 
affect the value of a long-lived asset, including an adverse action or assessment 
by a regulatory body 

• Accumulation of costs significantly in excess of the amount originally expected 
to acquire or construct a long-lived asset 

• A current-period operating or cash flow loss combined with a history of such 
losses or a projection or forecast that demonstrates continuing losses associ- 
ated with an asset 

• The expectation that the asset is likely to be sold or retired significantly before 
the end of its previously estimated useful life 
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When one of these situations exists, a recoverability test is used to determine 
whether impairment has occurred. If the sum of the undiscounted future net cash 
flows expected from the use and disposition of the asset is less than the asset's car- 
rying amount, the asset is impaired. If the undiscounted cash flows are greater than 
or equal to the carrying value, the asset is not impaired. If impairment exists, the 
asset is written down to its fair value and the write-down is recorded as an impair- 
ment loss. The fair value is the market value of the asset, if determinable; otherwise, 
the present value of the expected future net cash flows is used. 

For example, if an asset has a book value of $1,000,000 and accumulated depre- 
ciation of $200,000 (thus a carrying amount of $800,000) and the undiscounted 
expected future net cash flows from use and disposition of the asset are $700,000, 
then an impairment has occurred. If the fair value of the asset is estimated to be 
$650,000, then an impairment loss of $150,000 ($800,000 - $650,000) must be 
recorded. 

The impairment loss is recorded as part of income from continuing operations 
in a category such as other expenses and losses, not as an extraordinary item. Any 
recognized impairment loss should be disclosed, including information about the 
assets impaired, the reason for the impairment, the amount of the loss, and the 
method of determining fair value. 



Disposition of PP&E 

PP&E can be sold or exchanged, involuntarily converted, or abandoned. The com- 
pany should depreciate the asset to the date of the disposal and then remove all 
related accounts from the books. At the time of disposition, any difference between 
the depreciated book value and the asset s disposal value must be recognized as a 
gain or loss. Gains or losses on dispositions of plant assets are reported as part of 
income from continuing operations unless the disposal is related to discontinued 
operations. 

Sale 

When PP&E is sold, depreciation must be recorded from the date of the last 
depreciation entry until the date of disposal. This brings the book value of the 
asset up to date in order to correctly measure the gain or loss from the sale of 
the asset. For example, say a firm has a plastic extrusion machine that originally 
cost $34,000 and has recorded $3,400 in depreciation for the past seven years. 
On April 1 of the eighth year (Year 8), the plastic extruder is sold for $10,000. 
What is the gain/loss on this sale ? First, the firm must account for the depre- 
ciation for Year 8, which is $3,400 x 3/12 = $850. This amount normally would 
be added to the total depreciation amount at the end of the year, or it could be 
accounted for separately by debiting depreciation expense and crediting accu- 
mulated depreciation— machinery. 

Figure 1A-70 shows how to calculate the gain/loss on the disposal of the 
extruder. 
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Figure 1 A-70 Journal Entry on Sale of Machinery 

— — i 

Cash $10,000 

Accumulated depreciation— machinery* $24,650 

Machinery $34,000 

Gain (loss) on disposal of machinery 1 $650 

*($3,400 x 7) + $850 = $24,650 

'(Selling Price - Net 8ook Value) = Gain/loss 

Net Book Value = Cost - Accumulated Depreciation 
$10,000 - ($34,000 - $24,650) = $650 gain 

Because a company often makes multiple purchases and sales of equipment 
or other assets in a single period, a slightly more complex example follows. At the 
beginning of a year, Bounce Sporting Goods had equipment with a book value of 
$240,000 and $96,000 in accumulated depreciation. During the year, the company 
sold equipment costing $45,000 with a book value of $1,500 for $10,500. The year- 
end equipment balance was $330,000, and accumulated depreciation was SI 20,000. 
What were the equipment purchases for the year? To find out, first determine the 
cost from the given book value: 

Book Value = Cost — Depreciation 

Beginning Equipment 

$240,000 = x — $96,000 
x = $336,000 

Ending Equipment 

$330,000= x -$120,000 
x = $450,000 

The next formula shows how to calculate the equipment purchases (or a differ- 
ent variable in the same equation): 

Equipment Purchases 

= Ending Equipment Balance Cost — Beginning Equipment Balance Cost + 
Equipment Sold 

= $450,000 - $336,000 + $45,000 = $159,000 

Involuntary Conversion 

Flood, fire, earthquake, theft, and condemnation are types of involuntary conver- 
sions of assets. When the event that leads to such a conversion is considered to be 
both unusual in nature and infrequent in occurrence, the gain or loss on disposition 
would be reported as an extraordinary item on the income statement. 

Even in situations where the asset converted is replaced immediately by another 
asset, a gain or loss on disposal must be recognized according to ASC Topic 605, 
Revenue Recognition (formerly outlined in FASB Interpretation [FIN] No. 30). 
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An example of an involuntary conversion is the loss of a plant by fire. In this 
example, the asset was bought for SI, 600, 000 and has accumulated depreciation of 
$600,000. Figure 1A-71 shows the accounting entry that would be used if an insur- 
ance settlement paid the firm $1,700,000. 

Figure 1A-71 Journal Entry on Involuntary Conversion 

Cash $1,700,000 

Accumulated depreciation— Plant assets $600,000 

Plant assets $1,600,000 

Gain (loss) on disposal of plant assets* $700,000 

♦Insurance Payment - Net Book Value = Gain/Loss 
Net Book Value = Cost - Accumulated Depreciation 
$1,700,000 - ($1,600,000 - $600,000) = $700,000 Gain 

Abandonment 

Abandoned or scrapped items that do not result in any recovery of cash produce 
a loss equal to the book value of the asset. If any scrap value is received, a gain or 
loss is recognized for the difference between the scrap value and the asset’s book 
value. Fully depreciated assets that are still in use should be disclosed in the notes 
to financial statements. 

Depletion 

Natural resources such as petroleum, minerals, and timber can be completely con- 
sumed and can be restored only by an act of nature, so they are called “wasting 
assets.” Unlike other assets, wasting assets do not maintain their physical charac- 
teristics. The cost of natural resources is charged to income as depletion expense. 

Depletion accounting requires establishing a depletion base, which includes 
acquisition costs, exploration costs, development costs, and restoration costs. 
Acquisition costs include the cost of purchasing property, rights to search for a 
resource, or rights to use a resource. Exploration costs include all costs of finding a 
resource. Intangible development costs such as drilling costs are included in the deple- 
tion base; tangible development costs for equipment that can be moved from one 
site to another are not included in the depletion base but are depreciated separately. 
Restoration costs are the costs of restoring the land to a usable state and are included in 
the depletion base. The salvage value of a property is deducted from the depletion base. 

After establishing the depletion base, this amount is allocated to the appro- 
priate accounting periods, normally using a units-of-production or activity-based 
approach, as discussed previously. 

The depletion rate is determined using the following formula: 

Depletion Cost pet Unit = T°'»1 Cos! - Salvage Value 

Total Estimated Units Available 

Thus, if depletion costs for an oil well are $5 per barrel and 5,000 barrels are 
extracted in the first year, depletion of $25,000 would be recorded. 
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Financial Statement Presentation and 
Disclosure Requirements for PP&E 

For PP&E and natural resources, the basis of the valuation should be disclosed (e.g., 
historical cost) along with any commitments, pledges, and liens (such as use of the 
asset as collateral). Liabilities secured by PP&E are reported separately in the liabil- 
ity section of the balance sheet and not netted against the asset. 

Also, PP&E used in operations should be segregated from PP&E not cur- 
rently used in operations. Reporting accumulated depreciation separately informs 
statement users of the historical cost of the assets and the amount of depreciation 
recorded to date. Some entities use a similar accumulated depletion account, but 
others credit depletion directly to the natural resources account. The oil and gas 
industry has special disclosure requirements, including the accounting method 
used and the manner of disposing of such costs. 

ASC Topic 360, Property, Plant, and Equipment (as previously addressed in 
APB Opinion No. 12), indicates that the following information about depreciable 
assets used should be disclosed: 

• Depreciation expense for the period 

• Balances of major classes of depreciable assets, classified by function and nature 

• Accumulated depreciation, in total or by major classes of depreciable assets 

• General descriptions of all methods used in calculating depreciation for each 
major class of depreciable asset 



A sample of the disclosure requirements for PP&E is shown in Figure 1 A-72. 

Figure 1A-72 Disclosures for PP&E and Natural Resources for Year 2 



Timber and Forest Corporation 




Year 2 


Year 1 


Property (Note 1) 


(expressed in thousands) 


Property and equipment 






Land and land improvements 


$46,847 


$42,372 


Buildings and improvements 


425,877 


403,087 


Machinery and equipment 


1021216 


3.000.748 




3,493,940 


3,446,207 


Accumulated depreciation 


(1,591,285) 


(1,507,640) 




1,902,655 


1,938,567 


Timber, timberlands, and timber deposits 


194.810 


202.Q20 




$2,097,465 


$2,140,587 



Notes to Financial Statements 

Note 7 (in part): Summary of Significant Accounting Policies 

Property. Property and equipment are recorded at cost. Cost includes expenditures for major 
improvements and replacements and the net amount of interest cost associated with significant capital 
additions. Capitalized interest was $992,340 in Year 2. $7,825,500 in Year 1, and $13,155,720 in Year 0. 
Substantially all of our paper and wood products manufacturing facilities determine depreciation by the 
units-of- production method, and other operations use the straight-line method. Gains and losses from 
sales and retirements are included in income as they occur. 
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Depreciation is computed over the following estimated useful lives: 

Buildings and improvements 5 to 40 years 

Furniture and fixtures 5 to 10 years 

Machinery, equipment, and delivery trucks 3 to 20 years 
Leasehold improvements 5 to 10 years 

Cost of company timber harvested and amortization of logging roads are determined on the basis of the 
annual amount of timber cut in relation to the total amount of recoverable timber. Timber and timberlands 
are stated at cost, less the accumulated cost of timber previously harvested. 



Intangibles 



The value of intangible assets continues to increase in today's economy. Many intan- 
gible assets, such as quality of management or customer loyalty, are difficult to value, 
so they are not reported on the financial statements. The balance sheet does include 
the value of purchased intangible assets, which are measured at amortized cost. 
This section covers the characteristics of intangibles and then explores valuation, 
amortization, impairment testing, and accounting for goodwill and research and 
development. 

Characteristics of Intangibles 

Intangible assets are defined by two main characteristics: They lack physical sub- 
stance and are not financial instruments. Other factors distinguish intangible assets 
from tangible assets: 

• Their values may fluctuate due to competitive conditions. 

• They may be valuable only to the company possessing them. 

• Their future benefits may not be readily determinable. 

• They may have indeterminate lives. 

Intangible assets typically are classified as noncurrent assets. 

Types of Intangibles 

ASC Topic 805, Business Combinations (formerly outlined in FASB Statement No. 
141(R)), defines six categories of intangible assets. They are: 

1. Marketing intangibles. Marketing intangibles include any assets used to mar- 
ket or promote a business, including trademarks, trade names, company names, 
Internet domain names, and agreements not to compete. They include words 
or symbols that identify products, services, or companies. The U.S. Patent and 
Trademark Office grants indefinite numbers of ten-year renewals for registered 
marks, but common law protects even unregistered marks. Purchased marketing 
intangibles are capitalized at their purchase price. Internally developed marketing 
intangibles are capitalized for the amount of legal fees, registration fees, design and 
consulting fees, and other costs, excluding research and development. Most mar- 
keting intangibles have indefinite lives; therefore, their cost cannot be amortized. 



1 1 0 CMAexcel Self-Study Pan 1: Financial Reporting , Planning , Performance, and Control 



2. Customer intangibles. Customer lists, order or production backlogs, and other 
customer contracts and relationships'are all customer intangibles because they 
relate to dealings with third parties. Most customer intangibles have a finite life 
and are amortized over that period. 

3. Artistic intangibles. Copyrights on books, movies, plays, poems, music, pho- 
tos, and audiovisual information are artistic intangibles. Copyrights granted 
to individuals are good for 70 years past the life of the creator and cannot be 
renewed. The costs to purchase and defend a copyright would be amortized 
over the period of expected benefit (which may be shorter than the legal life of 
the copyright). 

4. Contract intangibles. Contract intangibles are the rights granted by contract 
arrangements, such as construction permits, broadcast rights, franchises and 
licensing agreements, and service contracts. The initial costs of securing a fran- 
chise (such as legal fees or an advance payment) are recorded in an intangi- 
ble asset account and amortized over the life of the franchise, if it is limited. 
However, annual payments required under a franchise agreement are expensed 
as incurred. 

5. Technological intangibles. Patented technology, trade secrets, and other 
innovations are technological intangibles. Patents, which include both prod- 
uct and process patents, have a legal life of 20 years. Purchased patents are 
capitalized at the purchase price; any legal fees required to secure or defend 
the patent are also capitalized. However, research and development (R&D) 
costs related to the patented product or process must be expensed as incurred. 
The capitalized cost of a patent is amortized over the shorter of its legal life 
or its useful life. 

6. Goodwill. In short, goodwill is the difference between the price paid to acquire 
a business and the fair market value of its underlying identifiable assets. The 
amount paid for a company is allocated first to its identifiable tangible and 
intangible assets, and the remainder is recorded as goodwill, which is discussed 
more thoroughly later. 



Valuation of Intangibles 

Intangibles are recorded differently depending on whether they were purchased or 
created internally. 

• Purchased intangibles. Purchased intangibles are recorded at cost, plus any 
additional costs, such as legal fees. If intangibles are acquired in exchange for 
stock or noncash assets, the exchange is recorded at the more reliable of the 
fair value of consideration given or the intangible asset received. If tangible 
assets are part of a basket purchase, the lump-sum price is allocated between 
the assets received based upon relative fair values. 

• Intangibles created internally. R&D costs incurred to develop a patent inter- 
nally are expensed as incurred. Only direct costs, such as legal fees, related to 
internally developed patents may be capitalized. 
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Amortization 

Intangibles with an indefinite life are not amortized but are tested for impairment 
at least annually. The cost of intangible assets with a limited life is amortized over 
the period of expected benefit. An intangible s useful life is estimated using the fol- 
lowing factors, which are described in more detail in ASC Topic 350, Intangibles — 
Goodwill and Other (formerly FASB Statement No. 142): 

• Expected use of the intangible 

• Limits placed on an intangibles life through legal, regulatory, or contractual 
provisions 

• Extension rights or other provisions for renewal 

• Provisions that allow for renewal or extension of the asset s life without sub- 
stantial cost 

• Effects of technological change, obsolescence, consumer demand, competition, 
and other economic factors 

• Expected useful life of another asset related to the intangible asset 

• Levels of maintenance expenditures required to gain the expected future ben- 
efits from the asset (if these are material compared to the carrying value of the 
asset, it suggests a limited life.) 

When an intangible asset has a limited life, the capitalized cost minus any 
residual (salvage) value is amortized over that life. Residual value is usually zero 
unless the entity believes that the intangible will have some value to another entity 
at the end of the amortization period (such as a purchase commitment for a mailing 
list). Intangible assets are amortized using the straight-line method unless another 
method more clearly reflects the pattern of asset use. Amortization is debited to an 
expense account and credited either to the intangible asset account or to a separate 
accumulated amortization account. 

Goodwill 

According to ASC Topic 805, Business Combinations (formerly covered in FASB 
Statement No. 141(R)), goodwill is measured as the excess of (a) over (b): 

a. The aggregate of the following: 

1. The consideration (e.g. cash, stock, debt), measured at acquisition- date fair 
value, an acquirer company transfers in a business acquisition 

2. The fair value of any noncontrolling interest in the acquiree company 

3. The acquisition-date fair value of the acquirer company’s previously held 
equity interest in the acquiree company (if being acquired in stages) 

b. The net of the acquisition-date amounts of the identifiable assets acquired and 
the liabilities assumed from the acquiree company. 

In essence, goodwill is the excess of the cost of an acquired entity over the net of the 
amounts assigned to assets acquired and liabilities assumed in a business acquisition 
transaction. This section deals with recording goodwill and testing it for impairment. 



1 1 2 CMAexcel Self-Study Part 1: Financial Reporting, Planning, Performance, and Con trol 



Recording Goodwill 

*1 

Only purchased goodwill is capitalized. Internally created goodwill is never reported 
as an asset. Purchased goodwill is recorded as an asset only when an entire business 
is purchased; it cannot be separated from the business as a whole but is an integral 
part of the going concern. 

When one company purchases another company, a price is determined based 
on the fair value of the new subsidiary’s assets and liabilities, not on the amounts 
reported on its balance sheet, because these are listed at historical cost. An audit 
usually is conducted by the purchasing company or independent agents to arrive 
at the fair market value of the subsidiary’s net assets. The long-term assets and lia- 
bilities usually have the greatest variance between book and fair value. The audit 
also seeks out any unrecorded assets or liabilities and accounts for the method of 
inventory valuation in its fair value estimate. Once the fair value is determined, the 
negotiators settle on a purchase price that usually accounts for intangibles that can- 
not be valued, such as management expertise, reputation, and the like. Therefore, 
the purchase price likely will be materially higher than the fair value. In very rare 
instances, negative goodwill occurs, which is a credit on the purchasing compa- 
ny’s books in instances where the purchase price was less than the fair value. Also 
known as bargain purchase, this situation is rare because the seller is more likely 
to sell off the pieces of the business separately to get the market value. 

As an example of goodwill, if a parent company purchases a company as a sub- 
sidiary and the net fair market value for the underlying assets and liabilities is $35 
million but the purchase price is $40 million, the $5 million difference is accounted 
for as goodwill. 

The calculation in Figure 1 A-73 demonstrates the allocation of the purchase price. 



Figure 1 A-73 Calculation of Goodwill 



Purchase price 


$40,000,000 


Less: 




Cash 


$2,500,000 


Receivables 


$5,000,000 


Inventories 


$9,000,000 


Property, plant, and equipment 


$22,000,000 


Patents 


$1,500,000 


Liabilities 


($5.000.000) 


Fair value of identifiable net assets 


$35,000,000 


Goodwill 


$ 5,000,000 



Impairment Testing of Goodwill 

Goodwill is not amortized but is tested for impairment at least annually and is writ- 
ten down when impairment is determined to have occurred. The FASB does not 
believe that goodwill amortization helps investors analyze financial performance, 
and goodwill is considered to have an indefinite life. 
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A potential impairment of goodwill exists when the fair value of the reporting 
unit is less than its carrying value, including goodwill When a potential impairment 
exists, the loss (if any) must be measured. An impairment loss is recognized for the 
excess of the carrying amount of the reporting unit goodwill over the implied fair 
value of that goodwill. The implied fair value of goodwill is determined in a similar 
manner as that in which it is determined in a business combination. The fair value 
of the reporting unit is allocated to identifiable net assets (including unrecognized 
intangibles), and any excess is considered implied goodwill. 

For example, if a subsidiary had a fair value of $40 million including goodwill 
and valued its net identifiable assets (excluding goodwill) at $36 million, then the 
implied goodwill would be $4 million. If the goodwill recorded on the books was 
$5 million, it would be written down $1 million, with an impairment loss recorded 
for that amount. An impairment loss cannot exceed the carrying amount of good- 
will, and after a loss is recognized, it cannot subsequently be reversed. 



Accounting for Impairment of Intangible Assets 

Intangible assets other than goodwill also are tested for impairment. Both limited- 
life and indefinite-life intangibles are tested. 

Impairment Testing for Limited-Life Intangibles 

Intangible assets that are subject to amortization are reviewed for impairment in 
the same way as property, plant, and equipment. (See the “Property, Plant, and 
Equipment” section for details on the recoverability test.) An impairment loss is 
recognized if the carrying amount of an intangible asset is not recoverable and its 
carrying amount exceeds its fair value. Once an intangible asset has been written 
down, any recovery in value cannot be recognized. 

Impairment Testing for Indefinite-Life Intangibles 

Intangibles that are not subject to amortization should be tested for impairment at 
least annually by comparing the fair value of the intangible asset with its carrying 
amount. If the carrying amount exceeds the fair value, an impairment loss is rec- 
ognized for the excess. Once a loss is recognized, it cannot be reversed. 

Research and Development 

R&D costs are charged to expense when incurred. Although R&D expenditures 
may result in the creation of an intangible asset, such as a patent, the difficulty in 
identifying the costs associated with different projects and the uncertainties inher- 
ent in estimating the magnitude of expected benefits led the FASB to require firms 
to simply expense these costs. 

ASC Topic 730, Research and Development (formerly addressed in FASB 
Statement No. 2), describes research as a planned search to discover new knowl- 
edge that may lead to the development of a new product or service. Development 
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involves translating research findings into a plan for a new product or process, 
including design and testing phases. Routine alterations to existing products are 
not considered R&D. 

Accounting for R&D 

The costs of materials, equipment, facilities, and purchased intangibles are expensed 
as incurred, unless they have alternative future uses. In that case, they are capi- 
talized and charged to expense as used. Personnel and contract services costs are 
expensed immediately. Other indirect costs are allocated to R&D on a reasonable 
basis, except that general and administrative costs usually are not included. 

Costs Similar to R&D 

Other costs that typically are expensed as incurred include start-up costs for a new 
operation or activity, initial operating losses incurred by development-stage entities, 
advertising costs, and costs of developing products or processes (such as computer 
software) that will be used in a firms selling and administrative activities. 



Financial Statement Presentation and Disclosure 
Requirements for Intangibles 

On the balance sheet, goodwill should be reported separately, and all other intan- 
gible assets in the aggregate should, at a minimum, be reported separately. Unlike 
PP&E, accumulated amortization normally is not presented separately in the bal- 
ance sheet for intangibles. All amortization charges and impairment losses should 
be reported as part of income from continuing operations, except for goodwill 
impairments related to discontinued operations. Disclosure in the footnotes of the 
following items is required for all intangibles subject to amortization: 

• The gross carrying amount and accumulated amortization in total and by 
major intangible class 

• Amortization expense for the periods presented 

• Estimated amounts of amortization for each of the five succeeding years 

For intangibles not subject to amortization, the total amount and the amounts 
by major class should be disclosed. Changes in goodwill during the period must 
also be disclosed, including the amount acquired and the amount of impairment 
losses recognized. 



Current Liabilities 



According to FASB Statement of Financial Accounting Concept (SFAC) No. 6, 
Elements of Financial Statements, liabilities are the “probable future sacrifices of 
economic benefits arising from present obligations of a particular entity to transfer 
assets or provide services to other entities in the future as a result of past transactions 



Section A, Topic 2— Recognition, Measurement, Valuation, and Disclosure 



115 



or events” According to ASC Topic 210, Balance Sheet (previously covered in the 
AICPAs Accounting Research Bulletin [ARB] No. 43), current liabilities are “obliga- 
tions whose liquidation is reasonably expected to require use of existing resources 
properly classified as current assets, or the creation of other current liabilities.” 



Types of Current Lliabilities 

Figure 1 A-74 shows the types of current liabilities covered in this section. 

Figure 1A-74 Current Liabilities 

Accounts payable Taxes payable from operations 

Notes payable • Sales taxes payable 

• Interest-bearing • Income taxes payable 

• Zero-interest-bearing Employee-related liabilities 

Current maturities of long-term debt • Payroll deductions 

Short-term obligations to be refinanced* • Compensated absences 

Dividends payable • Bonus obligations 

Returnable deposits and advances Estimated liabilities 

Unearned or deferred revenues • Property taxes payable 

* Must show intent and ability to refinance obligation on long-term basis. 

Accounts Payable 

Accounts payable are amounts owed to suppliers for goods purchased on credit. 
A discount may be allowed for early payment, based on the invoice terms. Cash 
discounts, expressed in terms such as 2/10 net 30, were covered previously under 
“Accounts Receivable.” Accounts payable should be recorded when title to the goods 
passes or the services have been received, so special attention must be paid to trans- 
actions near the end of the accounting period. Accounts payable are easily valued 
at the amount owed. 

Notes Payable 

Notes payable are more formal, written agreements to pay a certain sum on a cer- 
tain date. Notes can be short or long term, interest bearing or zero interest bearing. 

• Interest-bearing notes payable. Interest-bearing notes are recorded as the ini- 
tial cash received from the lender. Interest expense and interest payable are 
recorded ratably over the period during which the note is outstanding. At matu- 
rity, the borrower pays back the face value of the note plus interest. 

• Zero-interest-bearing notes payable. Zero-interest-bearing notes implicitly 
carry interest because the lender gives the borrower the present value of the 
note, which is less than the amount due at maturity. Figure 1A-75 shows how 
the transaction is recorded if a $1,050,000 note payable is signed and the pres- 
ent value of $1,000,000 is received from a lender. 
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Figure 1A-75 Accounting Entry for Zero-Interest-Bearing Notes Payable 
- 

Cash $1,000,000 

Discount on notes payable $50,000 

Notes payable $1,050,000 

(To record issuance of six-month zero-interest-bearing 

note to x Bank) 



The discount on notes payable account is used to record the difference between 
the cash received and the face value of the note. On the balance sheet, notes pay- 
able will be reported net of the discount (a contra liability account), as shown in 
Figure 1A-76. 

Figure 1 A-76 Balance Sheet Presentation of Discount 

Current liabilities 

Notes payable $1,050,000 

Less: Discount on notes payable 50,000 1,000,000 



Over the term of the note, interest expense will be recorded with an accom- 
panying credit to the discount account. As the contra account is reduced, the net 
liability is increased and will be equal to the face value by the maturity date. 

Current Maturities of Long-Term Debt 

Current maturities of long-term debts represent the portion of long-term liabili- 
ties, such as mortgages, that will become payable within the next year. The balance 
of these liabilities that is not maturing currently would be reported as a long-term 
liability. Also included with current liabilities would be debts that are callable on 
demand within one year. However, liabilities that are not expected to use current 
assets are not reported in the current liability section. Examples include debt to be 
retired using assets accumulated in a long-term asset account, debt to be refinanced 
on a long-term basis, and debt to be converted into capital stock. 

Short-Term Obligations Expected to Be Refinanced 

If a company intends to refinance a short-term obligation and demonstrates the 
ability to do this by having a refinancing agreement with clear terms, then 
the debt can be reported in the long-term liability section, according to SFAS No. 
6. If the short-term debt is greater than the financing in place or arranged, only 
the portion of the debt that will be covered by the arrangement may be classified 
as long-term debt. 

Dividends Payable 

When a cash or property dividend is declared by the board of directors, it is recorded 
as a current liability and a reduction to retained earnings. When the dividend is 



Section A, Topic 2— -Recognition, Measurement, Valuation, and Disclosure 



117 



paid the liability is eliminated. Stock dividends do not lead to the creation of liabili- 
ties, because a firm’s own equity securities, rather than its assets, will be transferred. 
Preferred stock dividends in arrears are not considered a liability until declared. 

Returnable Deposits and Advances 

Returnable cash deposits received from customers or employees are recorded as a 
liability, which may be classified as either current or noncurrent depending on when 
they are expected to be repaid. Such deposits might be made to cover performance 
or property loss or damage, for example. 

Unearned or Deferred Revenues 

Unearned or deferred revenues include prepayments for goods or services that the 
company is obligated to provide in the future. Cash received in advance for maga- 
zine subscriptions, airline tickets, or gift certificates would fall in this category. 
When the cash is received, the unearned revenue account is credited; when the 
service or product is actually delivered, the unearned revenue is debited and rev- 
enue is credited. 

Taxes Payable from Operations 

Taxes payable from operations include sales taxes and income taxes. Property taxes 
payable are discussed later. 

• Sales taxes payable. Sales tax is collected from customers and, before the tax 
is remitted to the government, would be reported as a liability. If the amount 
owed the government differs from the amount recorded as sales taxes payable, 
a gain or loss is recognized. If sales taxes are not recorded separately at the time 
of sale, an adjusting entry must be made later to reduce the sales account for 
the amount of the tax and credit sales taxes payable. 

• Income taxes payable. Corporate income taxes are computed based on the 
income reported on state and federal tax returns. The amount due is classified 
as a current liability until paid. If additional taxes from a prior year are assessed, 
income taxes payable is credited and current income is debited. Differences in 
measuring income for tax reporting and financial reporting lead to recording 
liabilities or assets for deferred income taxes. 

Employee-Related Liabilities 

Employee-related current liabilities include payroll deductions and accruals for 
compensated absences, retirement benefits, and bonus obligations. 

• Payroll deductions. Payroll deductions include taxes, union dues, insurance 
premiums, employee savings plans, and other amounts that the employee agrees 
to have (or is legally obligated to have) withheld. If such amounts have not yet 
been remitted to the entities owed by the end of the accounting period, they 
are considered current liabilities. In addition to payroll taxes withheld from 
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the employee s paycheck, the employer also has current liabilities for matching 
Social Security taxes and unemployment taxes. 

• Compensated absences. Compensated absences include paid days off for vaca- 
tions, holidays, or sick days. Such absences are recognized as expenses and 
related liabilities in the year that the benefits are earned, as long as the obliga- 
tions are attributable to services already rendered, payment is probable, the obli- 
gations relate to rights that accumulate or vest, and the amount of the liabilities 
can be reasonably estimated. Accumulated rights are those that, if not used, 
can be carried forward to later periods. Vested rights are those that must be 
paid even if employment is terminated. Under ASC Topic 710, Compensation- 
General (formerly FASB Statement No. 43), firms are required to accrue vaca- 
tion days earned and have the option of recording sick days earned. The FASB 
has made an exception for sick days because payment is not considered prob- 
able (because sickness may not occur). 

The accrual can be made either using the employees current rate of pay or a 
projected future rate. If the pay rate used for the accrual differs from the rate in 
effect when the days are used, the difference is expensed in the period in which 
the days are used. 

• Bonus obligations. Bonuses payable to employees are considered a form of 
additional wages. When earned, they are recorded as operating expenses and 
current liabilities. 

Warranties, Premiums , and Coupons 

Based on the matching principle, costs associated with certain product warranties 
and with coupon and premium offers are reported as expenses and liabilities in the 
period in which the related product is sold. Experience serves as a basis for devel- 
oping estimates of the expected costs of repairing or replacing products covered 
under warranty. Similarly, the expected cost of fulfilling offers like cash rebates or 
delivering premiums in exchange for box tops or wrappers is estimated. When the 
product under warranty actually is repaired, the cash rebate paid, or the premium 
delivered, the estimated liability is reduced. Warranties are a type of loss contin- 
gency (discussed later in this topic). 

Accounting for Warranty Costs 

There are two basic ways to account for warranty costs, cash basis and accrual basis, 
and of the accrual basis, there are two methods, the expense warranty approach 
and the sales warranty approach. 

• Cash basis. When it is improbable that a liability has been incurred or if the 
liability is not reasonably estimable, the cash basis method is required. This 
method is optional if warranty costs are immaterial or the warranty period is 
brief. In this method, no warranty liability is recognized in the period of sale, 
and warranty costs are charged during the period in which the warranty is 
exercised. The cash basis is the only method allowed for income taxes. 



Section A, Topic 2— Recognition, Measurement, Valuation, and Disclosure 



119 



• Accrual basis. Accrual basis is required when it is probable that some amount 
of warranty claims will be exercised and the firm can make a reasonable esti- 
mate of the costs. 

• Expense warranty approach. The expense warranty approach makes an esti- 
mate of the warranty expense during the year of the sale. For example, a cash 
register company sells 1,200 Type A cash registers during a year (Year 1) for 
$1,000 each with a one-year warranty. It has determined from past warranty 
claims that approximately $40/unit will go toward warranty expense. During 
Year 1, the company incurs $20,000 in actual warranty costs, and, during 
Year 2, it anticipates incurring an additional $28,000 in actual warranty costs 
related to Year 1 sales of Type A cash registers. In Year 1, the sale would be 
recorded as shown in Figure 1 A-77. 

Figure 1A-77 Accounting Entry for Expense Warranty Approach 

Cash or accounts receivable $1,200,000 

Sales $1,200,000 



The warranty expense would also be recognized in Year 1, as shown in 
Figure 1A-78. 



Figure 1 A-78 Accounting Entry for Expense Warranty Approach 



Warranty expense 


$20,000 




Cash, inventory, accrued payroll 




$20,000 


To recognize warranty costs incurred 






Warranty expense 


$28,000 




Estimated liability under warranties 




$28,000 


To accrue estimated warranty costs 







The Year 1 balance sheet would include this $28,000 as an estimated liability 
under warranty under current liabilities, whereas the Year l income statement 
would record warranty expense of $48,000. In Year 2, warranty costs on Type A 
units sold in Year 1 would be recognized, and after the warranty period expires, 
any difference between the estimate and the actual expense is netted out of the esti- 
mated liabilities under warranties account. 

• Sales warranty approach. The sales warranty approach is used when the warranty 
(or extended warranty) is sold separately from the item. In this method, the item 
and the warranty are recorded separately. Sales revenue from selling the extended 
warranty is deferred and usually is recognized on a straight-line basis over the 
life of the warranty. Commissions and other costs that vary directly with the sale 
of the warranty also are deferred and amortized. Costs that would be incurred 
regardless of the sale, such as salaries, are expensed in the period incurred. 

If the cash register company mentioned previously also offers an extended 
warranty on its Type A registers for an additional two years for $100 and it 



120 CMAexcel Self-Study Part 1: Financial Reporting , Planning , Performance , and Control 



sells 100 of these in Year 1, the sale of the cash registers and the additional 
warranties are accounted for as shown Figure 1 A-79. 

Figure 1A-79 Accounting Entry for Sales Warranty Approach 

Cash or Accounts receivable $1,210,000 

Sales 

Unearned warranty revenue 



$1,200,000 

$ 10,000 



At the end of Years 2 and 3 (the period in which the extended warranty begins), 
warranty revenue is recognized using straight-line amortization ($10,000/2 = $5,000 
per year), as shown in Figure 1 A-80. 

Figure 1A-80 Accounting Entry for Sales Warranty Approach 

Unearned warranty revenue $5,000 

Warranty revenue $5,000 



The exception to the use of straight-line amortization is if the costs to be rec- 
ognized fall in a predictable but irregular pattern, in which case the revenue is 
recognized in proportion to the costs expected to be incurred. 

Valuing Current Liabilities 

In theory, liabilities should be valued at the present value of future cash flows. 
However, current liabilities typically are recorded at their maturity or face amount, 
because the difference between this amount and the present value is rarely material. 

Contingent Liabilities and Commitments 

According to ASC Topic 450 Contingencies for Gain and Loss (formerly FASB 
Statement No. 5), a contingency is “an existing condition, situation, or set of cir- 
cumstances involving uncertainty as to possible gain (gain contingency) or loss 
(loss contingency) to an enterprise that will ultimately be resolved when one or 
more future events occur or fail to occur” 

Accounting for Gain Contingencies 

Gain contingencies result if there is a possibility that an entity will receive assets 
(or reduce its debt) as a result of the receipts of gifts, donations, bonuses; disputed 
tax amounts; pending court cases (where the company is expected to receive a 
settlement); or tax-loss carryforwards. Gain contingencies are not recorded in the 
accounts but may be disclosed in the notes to the financial statements if it is likely 
that a material gain will occur. 

Accounting for Loss Contingencies 

Loss contingencies result when existing situations have the potential to lead to 
future losses. A contingent liability is recorded when it is probable a liability has 
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been incurred as of the financial statement date and the amount of the loss can be 
reasonably estimated. Contingent losses are disclosed but not recorded in the finan- 
cial statements when occurrence of the loss is considered only “reasonably possible” 
rather than “probable” or when the amount of a probable loss cannot be reasonably 
estimated. Losses with only a “remote” chance of occurring, or those whose amount 
is immaterial, need not be disclosed. 

Types of loss contingencies include the risk of uncollectibility of receivables, 
warranty obligations, premiums, pending litigation, threatened expropriation of 
assets, pending claims or assessments, agreements to repurchase sold receivables, 
and guarantees of the indebtedness of others. Some contingencies, like the risk 
of uncollectible accounts and the threatened expropriation of assets, result in the 
reduction of an asset rather than the incurrence of a liability. General business risks 
and the risks of losses from fires, explosions, and other natural and workplace haz- 
ards are not considered contingencies, because an event triggering the possibility 
of loss has not yet occurred. 



Financial Statement Presentation and Disclosure 
Requirements for Current Liabilities 

Financial Statement Presentation of Current Liabilities 

Current liabilities usually are reported in financial statements at their maturity 
value. They are presented on the balance sheet in order of liquidation preference 
or in order of maturity. An example of current liabilities on a balance sheet is pre- 
sented in Figure 1 A- 81 . 



Figure 1 A-81 Current Liabilities on the Balance Sheet 



Bounce Sporting Goods Company 




Current Year 


Prior Year 



Current liabilities 



Short-term borrowings 


54,214 


518,353 


Accounts payable 


1,929,825 


1,268,743 


Accrued payroll-related liabilities 


1,331,374 


808,778 


Accrued liabilities 


2,883,832 


2,075,038 


Deferred service revenues 


1,080,614 


678,315 


Income taxes payable 


1,031,201 


482,920 


Note payable 


60.000 


102.400 


Total current liabilities 


$8,321,060 


$5,434,547 



Supplemental information should be provided to grant full disclosure of cur- 
rent liabilities. Liabilities secured with collateral and the related collateral should 
be identified. Current liabilities should not be netted against assets intended to be 
used in their liquidation. 
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Financial Statement Presentation of Loss Contingencies 

Disclosure of a loss contingency in the notes to the financial statements is illus- 
trated in Figure 1A-82. 

Figure 1A-82 Disclosure of Loss Contingency 

XYZ Corporation 

Note 1: Litigation. XYZ is a defendant or codefendant in a substantial number of lawsuits 
alleging wrongful injury and/or death from rupture of silicone breast implants. The following 
table summarizes the activity in these lawsuits: 



Claims 



Pending at beginning of year 


7,411 


Received during year 


3,775 


Settled or otherwise disposed of 


0.213) 


Pending at end of year 


9,973 


Average indemnification cost 


$3,826 


Average cost per case, including defense costs 
Trial activity 


$6,459 


Verdicts for the company 


32 


Total trials 


46 



The following table presents the cost of defending silicone breast implant litigation, together 
with related insurance and workers' compensation expenses. 

Included in operating profit $1,572,480 

Nonoperating expense 7.624-680 

Total $9,197,160 

The company is seeking to reasonably determine its liability. However, it is not possible to 
predict which theory of insurance will apply, the number of lawsuits still to be filed, the cost of 
settling and defending the existing and unfiled cases, or the ultimate impact of these lawsuits 
on the company's consolidated financial statements. 



Long-Term Liabilities and Bonds Payable 



Long-term liabilities are those that will not be paid with current assets or, in other 
words, those that are expected to be paid after one year or the operating cycle, 
whichever is longer. Bonds payable and notes payable are common types of long- 
term liabilities. 



Valuation of and Accounting for Long-Term Notes Payable 

Like short-term notes payable, long-term notes payable have a set maturity date 
and either a stated or implicit interest rate. Unlike short-term debt, which mav be 
recorded at maturity amount, long-term liabilities are valued at the present value 
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of their future cash flows, including payments for both interest and principal. 
Accounting for long-term notes payable mirrors accounting for long-term notes 
receivable, which was presented earlier. In this section we review the terminology 
related to notes. We examine accounting for bonds payable, which is similar to 
accounting for notes, in a subsequent section. 

• Notes issued at face value. When a note is issued at face value, the stated inter- 
est rate and the effective interest rate are the same. The note is recorded at its 
face amount; no discount is recorded. Interest paid on the note (determined by 
multiplying the face value times the stated rate) is recorded as interest expense, 
which is recognized as time passes. For example, if a $24,000 8% note payable 
was issued on August 1, 20X5, with the first interest payment due on August 1, 
20X6, the adjusting entry on December 31, 20X5, would record an $800 debit 
to interest expense and credit to interest payable: 

$24000 x 8% 

r = $800 

12 Months 
5 Months 

• Notes not issued at face value. Notes not issued at face value have a stated rate 
that is different from the effective rate. One example would be a zero-interest- 
bearing note, which has a stated rate of zero. The amount of interest paid on 
these notes is based on the stated rate, whereas the amount of interest expense 
recorded is based on the effective, or imputed, rate. The effective rate is the 
rate that discounts the maturity amount and/or periodic payments to equal 
the amount borrowed. 

• Imputed interest. Notes payable with rates substantially different from market 
rates have their rate imputed. See the section on accounts payable for a discus- 
sion of imputed interest. 

• Notes issued for property, goods, and services. The value of a note issued for 
cash is readily determinable. However, this is not always the case when a note 
is issued in exchange for noncash assets or services. The stated rate on such 
notes is assumed to be fair unless the note has no stated interest rate, the stated 
rate is unreasonable, or the face amount of the note differs materially from the 
fair value of the assets or services for which it is exchanged. In that case, 
the note would be valued based on the fair value of the noncash consideration 
for which it is exchanged. If the fair value of that consideration is not read- 
ily determinable, the note would be valued by discounting its cash flows at an 
imputed interest rate. An imputed rate is determined by estimating what rate 
the borrower would be expected to pay for a similar type of debt instrument. 



Mortgage Notes Payable 

Mortgages are a common type of secured note payable that use property as col- 
lateral. Mortgages are either payable in full at maturity or payable in installments. 
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Points paid by the borrower at the inception of the loan reduce the amount of cash 
borrowed and thus increase the effective rdte. Mortgages may be issued with either 
a fixed rate or a variable (floating) rate. The rate charged on variable rate mortgages 
fluctuates in tandem with a benchmark interest rate, such as the prime rate. 

Mortgage notes payable at maturity are reported as long-term liabilities until the 
year prior to when they become due. If the mortgage is payable in installments, 
the principal amount of the payments due within the upcoming year would be reported 
as a current liability, and the remainder would be reported as a long-term liability. 



Off-Balance Sheet Financing 

Over the years, the financial community has developed various types of financing 
arrangements that enable companies to finance certain types of assets in a manner 
that permits both the assets and the related liabilities to be omitted from the balance 
sheet. Such transactions, which include certain operating leases and other transac- 
tions, are commonly referred to as off-balance sheet financing. Changes made to 
the SEC disclosure requirements after passage of the Sarbanes-Oxley Act require 
all off-balance sheet financing to be disclosed by public companies. 

Project financing arrangements are a common form of off-balance sheet financ- 
ing and typically are accomplished as follows: 

• Two or more entities create a new entity for the sole purpose of constructing 
an operating plant to be used by both entities. 

• The new entity borrows funds for the project and pays the debt back using 
completed project funds. 

• The original entities secure the debt with guarantees. 

This approach keeps the liability for the funds borrowed on the books of the 
separate entity rather than on the books of the investing entities. As a result, the com- 
panies initiating the project financing arrangement will have balance sheets that look 
more favorable. They are required to disclose only the loan guarantees. 

Enron used a considerable amount of off-balance sheet financing, which led 
to one of the largest bankruptcies on record. In response to the Sarbanes-Oxley 
Act of 2002, the SEC required increased disclosures in the management's discus- 
sion and analysis section of the annual report, including tabular disclosure of all 
contractual obligations and disclosure of contingent liabilities and commitments. 
(SEC reporting requirements are covered in detail later in this topic.) 

Types of Bonds 

Bonds are long-term debt arrangements usually requiring the approval of the board 
of directors and involving covenants and restrictions tor the protection of both the 
lender and the borrower. By issuing bonds, a borrower can obtain more cash than 
a single lender is able to supply. Once issued, bonds can be traded on an active 
bond market. The fair value of the bonds will fluctuate in this secondary mar- 
ket depending on the current market rate for instruments of similar risk. General 
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economic conditions as well as perceptions about the borrowers level of risk will 
lead to value changes over time. For accounting purposes, however, the issuer of a 
bond payable does not recognize fair value changes until the period in which the 
bond is redeemed. 

Some of the different types of bonds are listed next. 

• Secured and unsecured bonds. Secured bonds are backed by collateral, such 
as real estate (mortgage bonds) or stocks and bonds of other corporations (col- 
lateral trust bonds). Unsecured bonds, or debenture bonds, are backed only by 
the word of the issuer. 

• Deep-discount bonds. Deep-discount bonds are zero-interest debenture bonds 
that sell at a discount from face value. 

• Callable bonds. Callable bonds have an option that allows the issuer to buy 
back the bonds at a call price set one or two percentage points above the par 
value (e.g., at 101 or 102). A firm issuing a callable bond has three options: wait 
until maturity to pay off or retire the bonds; buy them on the open market if 
the market price is less than the call price; or call them at the specified call 
price. A company may issue such bonds when interest rates are higher in hopes 
that it can retire the debt early and issue new bonds at a more favorable rate. 
The gain or loss on early retirement of the debt is recorded as other income 
(loss) on the income statement. For example, if a firm had issued $400 million 
in bonds callable at 101 that had an unamortized discount of $20 million at 
a time when the market price was 103, the gain or loss is calculated as shown 
in Figure 1A-83. 



Figure 1 A-83 Gain or Loss on Retiring a Callable Bond Early 



Retire on Open Market 


(in millions) 


Retire by Calling 


(in millions) 


Par value of bonds being 
retired 


$400 


Par value of bonds being 
retired 


$400 


- Unamortized discount 




- Unamortized discount 


=.$20 


Carrying value of the bonds 


$380 


Carrying value of the bonds 


$380 


- Market price ($400 x 1.03) 


^$412 


-Cal! price ($400x1.01) 


-$404 


Loss on retirement of bonds 
payable 


($32) 




($24) 



• Other bond terminology. Bonds that all mature on the same date are called 
“term bonds,” and those that mature in installments are called “serial bonds ” 
Some bonds are convertible into the issuer s stock at the option of the investor 
(as we discuss next). 



Impact of Convertible Bonds 

Convertible bonds are debt instruments that can be converted into a specific num- 
ber of shares of common stock (equity). The issuer has the advantage of issuing the 
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debt for lower interest rates than a straight debt issue would require, and potential 
dilution of stock is limited over a straight?, equity issuance. For example, to raise 
$5 million, a company with stock currently selling for $60 per share would need 
to issue more than 83,333 shares (more than this much because of issuance costs); 
if the company could sell 2,500 bonds at $2,000 par convertible into 30 shares of 
common stock apiece, it would risk diluting equity only by up to 75,000 shares. The 
next accounting for convertible bonds is from the perspective of the issuer. 

Issuance of Convertible Bonds 

The bond is recorded as a straight debt issuance with none of the amount being 
recorded as equity. Discounts and premiums are amortized to their maturity date 
as shown elsewhere in this section. 

Conversion of Convertible Bonds 

Accounting for conversion can be difficult because common stock or other equity 
securities fluctuate in value. The GAAP practice for recording the conversion is 
called the “book value method.” This method recognizes no gain or loss upon con- 
version because at issuance the firm agreed either to pay the value of the bond at 
maturity or to issue a specific number of shares. 

Note that the paid-in capital in excess of par is calculated as the bonds payable 
plus the premium on bonds payable (or less a discount) less the par value of the 
common stock. This is done because no gain or loss is recognized on the conver- 
sion. The market value of the bond and the market value of the stock are not con- 
sidered under this method. 



Valuation of and Accounting for Bonds 

Prior to issuing bonds, the company establishes a maturity value (also known as par 
value, face value, or principal amount) and stated interest rate (also known as the 
coupon or nominal rate). The issuer will pay annual interest on the bond equal to 
the stated rate multiplied by the face value of the bonds. This interest may be paid 
semiannually, annually, or quarterly. 

However, between the time the bonds are printed and finally come to market, 
the market interest rate for similar debt may have changed. Alternately, bonds can 
be planned to be issued at a discount or premium such as if management wanted 
to set a specific interest rate. In the case of either a timing difference or manage- 
ment choice to issue bonds not at par, investors will pay more (bonds are issued at 
a premium) or less (bonds are issued at a discount) than face value for the bonds in 
order to earn the current market rate (also called effective rate or yield). The issue 
price of a bond is determined by discounting its cash flows (the interest payments 
calculated at the stated rate and the maturity value) at the effective interest rate. 
When the effective rate is higher than the stated rate, the bond sells at a discount 
When the effective rate is lower than the stated rate, the bond sells at a premium. If 
the effective rate is equal to the stated rate, the bond sells at par value. 
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Bonds Issued at Par on an Interest Payment Date 

If a bond is issued at par on an interest payment date, there is no accrued interest 
and no premium or discount. The issuer debits cash and credits bonds payable for 
the face amount of the bonds. In subsequent years, the interest expense equals the 
amount of cash paid. 



Bond Discounts or Premiums 

Bonds Issued at a Premium or Discount on an Interest Payment Date 

If a $1,000,000 bond was issued at 95 (95% of par value), then the issuer would debit 
cash for $950,000, credit bonds payable for $1,000,000, and debit discount on bonds 
payable for $50,000. The discount account is a contra liability, so the net carrying 
value of the bond at issuance would be $950,000. 

If a $1,000,000 bond was issued at 105 (105% of par value), then the issuer would 
debit cash for $1,050,000, credit bonds payable for $1,000,000, and credit premium 
on bonds payable for $50,000. The premium account is a liability, so the net carry- 
ing value of the bond at issuance would be $1,050,000. 

Interest on the bonds would be recorded using either the effective rate method 
or the straight-line method (if that produces results that are not materially differ- 
ent from the effective rate method). The effective rate method is discussed later in 
this section, and an amortization schedule is illustrated in Figure 1 A-90. Under the 
effective rate method, interest expense recorded is higher than the interest paid, 
and the difference is amortized to the discount on bonds account (a contra liabil- 
ity account). 

Bonds Issued between Interest Dates 

For simplicity, bond issuers pay a full periods interest to all bond investors on each 
interest payment date. However, an investor who purchased bonds between inter- 
est payment dates would not be entitled to a full periods interest. To compensate 
for this, the investor prepays interest accrued since the last interest payment date 
at the time the bonds are purchased. The net result is that the investor is left with 
the amount he or she is entitled to for the period the bonds were held. If a ten-year, 
8%, $1,000,000 bond, with interest payable semiannually on January 1 and July 1, 
was issued on April 1, Year 1, at par plus accrued interest, the issuer would record 
the entry shown in Figure 1A-84. (Interest payable also could be credited instead 
of interest expense.) 

Figure 1A-84 Issuance of Bonds between Interest Dates 

Cash $1,020,000 

Bonds payable 

Bond interest expense ($1,000,000 x 0.08 x — ) 



SI, 000, 000 
$ 20,000 
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When the issuer pays interest on July 1, the entry in Figure 1A-85 would be 
recorded. f i 



Figure 1A-85 Entry at Interest Payment Date 

Bond interest expense $40,000 

Cash $40,000 



Interest expense would therefore be $20,000 ($40,000 minus $20,000) for the 
three months the bonds actually were outstanding. If the same bonds had been 
issued at 95 instead of at par, the entry would be as shown in Figure 1 A-86. 

Figure 1 A-86 Issuance of Bonds at 95 between Interest Dates 

Cash $970,000 

[{$1,000,000 x 0.95) -r ($1,000,000 x 0.08 x 

Discount on bonds payable {$1,000,000 x 0.05) $50,000 

Bonds payable $1,000,000 

Bond interest expense $20,000 



Effective Interest Rate Method 

The effective rate method is the preferred method for computing bond interest 
expense and amortizing bond discounts and premiums. Under the effective rate 
method, interest expense is calculated by multiplying the effective rate by the car- 
rying value of the debt at the beginning of the period. (Note that because inter- 
est rates are stated in annual terms, they must be adjusted if interest is paid more 
than once a year. Thus, an 8% annual rate translates to a 4% semiannual rate or a 
2% quarterly rate.) The difference between bond interest paid (face value times the 
stated rate) and bond interest expense (beginning carrying value times effective 
rate) is the amount of discount or premium amortized. So the amount of discount 
or premium amortization can be expressed as shown: 

Amortization Amount 

= (Carrying Value of Bonds at Start of Period x Effective Interest Rate) 

- (Face Amount of Bonds x Stated Interest Rate) 

In the effective rate method, interest expense is a constant percentage of the 
bonds earning value. If the bond was issued at a discount, the carrying value and 
interest expense will both increase over time. Conversely, if the bond was issued at 
a premium, the carrying value and interest expense will both decrease over the term 
of the bond. In contrast, the straight-line method would assign the same amount of 
interest expense to each period. Regardless of whether the effective rate or straight- 
line method is used to compute interest expense, over the life of the bond, the same 
total amount of expense will be reported. 
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The time value of money tables in Figures 1A-87 and 1A-88 are used in the 
examples that follow. 



Figure 1 A-87 Present Value of 1 (Present Value of a Single Sum) 




pv^= 1 

* 0 + i)" 


=d+r ' 




(n) Periods 


4% 


5% 


6% 


1 


.96154 


.95238 


.94340 


2 


.92456 


.90703 


.89000 


3 


.88900 


.86384 


.83962 


4 


.85480 


.82270 


.79209 


5 


.82193 


.78353 


.74726 


6 


.79031 


.74622 


.70496 


7 


.75992 


.71068 


.66506 


8 


.73069 


.67684 


.62741 


9 


.70259 


.64461 


.59190 


10 


.67556 


.61391 


.55839 



Figure 1 A-88 Present Value of an Ordinary Annuity of 1 




i 

s 

e 

II 








1 




(n) Periods 


4% 


5% 


6% 


1 


.96154 


.95238 


.94340 


2 


1.88609 


1.85941 


1.83339 


3 


2.77509 


2.72325 


2.67301 


4 


3.62990 


3.54595 


3.46511 


5 


4.95182 


4.32948 


4.21236 


6 


5.24214 


5.07569 


4.91732 


7 


6.00205 


5.78637 


5.58238 


8 


6.73274 


6.46321 


6.20979 


9 


7.43533 


7.10782 


6.80169 


10 


8.11090 


7.72173 


7.36009 



Bonds Issued at a Discount 

If a five-year, $100,000, 9% bond payable with semiannual interest dates is issued 
at a 12% effective rate, the issue price is calculated as shown in Figure 1 A-89. Note 
that the five-year bond that pays semiannual interest includes ten interest payment 
dates, so the present value is determined using ten periods. The effective rate and 
stated rate also are adjusted to reflect semiannual interest rates. 
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Figure 1 A-89 Computation of Discount on Bonds Payable 

Maturity value of bonds payable $100,000.00 

Present value of $100, 000 due in 5 years at 12%, interest payable 
semiannually; FV(PV 10 J; ($100,000 x .55839) $55,839.00 

Present value of $4,500 interest payable semiannually 

for 5 years at 12% annually; R(PV - OA 0 J; ($4,500 x 7.36009) 33.120.41 

Proceeds from sale of bonds. 88.959.41 

Discount on bonds payable $11,040.59 

The amortization schedule for the bond is shown in Figure 1 A-90. Based on the 
table amounts computed for each interest payment date, the issuer would record a 
credit to cash, a debit to interest expense, and a credit to discount on bonds payable. 
(Note: A company with a December 31 year-end would have to accrue interest prior 
to the scheduled January 1 payment date and in this adjusting entry would credit 
interest payable rather than cash for the amount payable.) 



Figure 1A-90 Bond Discount Amortization Schedule 



Schedule of Bond Discount Amortization, Effective Yield Method- 
Semiannual Interest Payments (5-Year 9% Bonds Sold to Yield 12%) 



Date 


Cash Paid 


Interest 

Expense 


Discount 

Amortized 


Carrying Amount 
of Bonds 


1/1/Y1 








$88,959.41 


7/1/Y1 


$4,500' 


$5,337.56 b 


$837. 56 c 


8 9,796.9r 


1/1/Y2 


4,500 


5,387.82 


887.82 


90,684.79 


7/1/Y2 


4,500 


5,441.09 


941.09 


91,625.88 


1/1/Y3 


4,500 


5,497.55 


997.55 


92,623.43 


7/1/Y3 


4,500 


5,557.41 


1,057.41 


93,680.84 


1/1/Y4 


4,500 


5,620.85 


1,120.85 


94,801.69 


7/1/Y4 


4,500 


5,688.10 


1,188.10 


95,989.79 


1/1/Y5 


4,500 


5,759.39 


1,259.39 


97,249.18 


7/1/Y5 


4,500 


5,834.95 


1,334.95 


98,584.13 


1/1/Y6 


4,500 


5.915.05 


1.415.87* 


100,000.00 




$45,000 


$56,039.77 


$11,039.77 




*$4,500 = 


$100,000 x .09 x 6/12 








b $5, 337.56 


= $88,959.41 x .12 x 6/12 








‘$837.56 = 


S5, 337.56- $4,500 








’$89,796.97 = $88,959.41 + $837.56 









• Note: The final discount amortized was adjusted for rounding errors in order to make the carrying 
amount of the bond equal to the bond's maturity value. 



Bonds Issued at a Premium 

If the five-year, 9%, $100,000 bond is instead issued at an effective rate of 8%, the 
premium is calculated as in Figure 1 A-91. 
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Figure 1A-91 Calculation of Premium on Bonds Payable 

Maturity value of bonds payable $100,000.00 

Present value of $100,000 due in 5 years at 8%, interest payable 
semiannually; FV(PV10, 4%); ($100,000 x .67556) $67,556.00 

Present value of $4,500 interest payable semiannually 

for 5 years at 8% annually; R(PV - OA10, 4%); ($4,500 x 8,11090) 36.499.05 

Proceeds from sale of bonds 104.055.05 

Premium on bonds payable $4,055.05 



The premium amortization schedule for the bond appears in Figure 1A-92. 
Based on the table amounts computed for each interest payment date, the issuer 
would record a credit to cash, a debit to interest expense, and a debit to premium 
on bonds payable. (Note: A company with a December 31 year-end would have to 
accrue interest prior to the scheduled January 1 payment date, and in this adjusting 
entry the company would credit interest payable rather than cash for the amount 
payable.) 



Figure 1 A-92 Bond Premium Amortization Schedule 



Schedule of Bond Premium Amortization 
Effective Yield Method— Semiannual Interest Payments 
5-Year 9% Bonds Sold to Yield 8% 



Date 


Cash Paid 


Interest Expense 


Premium 

Amortized 


Carrying Amount 
of Bonds 


1/1/Y1 








$104,055.05 


7/1/Y1 


$4,500* 


$4,162.20 C 


$337.80‘ 


103.717.25 s1 


1/1/Y2 


4,500 


4,148.69 


351.31 


103,365.94 


7/1/Y2 


4,500 


4,134.64 


365.36 


103,000.58 


1/1/Y3 


4,500 


4,120.02 


379.98 


102,620.60 


7/1/Y3 


4,500 


4,104.82 


395.18 


102.225.J2 


1/1/Y4 


4,500 


4,089.02 


410.98 


101,814.44 


7/1/Y4 


4,500 


4,072.58 


427.42 


101,387.02 


1/1/Y5 


4,500 


4,055.48 


444.52 


100,942.50 


7/1/Y5 


4,500 


4,037.70 


462.30 


100,480.20 


1/1/Y6 


4.500 


4,919,21 


m2&* 


100,000.00 




$45,000 


$40,944.36 


$4,055.64 




*$4,500 = 


$100,000 x. 09x 6/12 









b $4, 162.20 = $104,055.05 x .08 x 6/12 

<$337.80 = $4.500 -$4,162.20 

d $1 03,7 17.25 = $104,055.05 - $337.80 



* Note: The final discount amortized was adjusted for rounding errors in order to make the carrying 
amount of the bond equal to the bond's maturity value. 
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Discount and Premium Classification 

s 

On the balance sheet, the bond is reported at its carrying value, which is the face 
amount less any discount or plus any premium. The discount and premium accounts 
are considered contra and adjunct liability accounts respectively. 

Financial Statement Presentation and Disclosure ' 

Requirements for Notes and Bonds 

Long-term debts maturing within a year are classified as current liabilities, 
whereas all other long-term debts are noncurrent or long-term liabilities. Entities 
with large numbers of debt securities often will report an aggregate amount on 
the balance sheet and attach a breakdown in a supporting schedule. Figure 1 A-93 
shows an example of several disclosures for long-term liabilities. (Current year 
is Year 2.) 



Figure 1 A-93 Disclosure of Long-Term Obligations for K-V Pharmaceutical Co. (Dates 
Genericized) 



K-V Pharmaceutical Company— Long-Term Debt 
Long-term debt as of March 31, Year 3, consists of: 




Year 3 


Year 2 


Building mortgages 


$43,000 


$10,740 


Convertible notes 


200,000 


200,000 




$243,000 


$210,740 


Less current portion 


(1,681) 


(973) 




$241,319 


$209,767 



As of March 31, Year 3, the Company has credit agreements with two banks that provide 
revolving lines of credit for borrowing up to $140,000. The credit agreements provide for 
$80,000 in revolving lines of credit along with supplemental credit lines of $60,000 that 
are available for financing acquisitions. These credit facilities expire in October Year 3 and 
June Year 3, respectively. The revolving and supplemental credit lines are unsecured and 
interest is charged at the lower of the prime rate or the one-month LIBOR rate plus 175 
basis points. At March 31, Year 3, the Company had $3,900 in an open letter of credit issued 
under the revolving credit line and no cash borrowings under either credit facility. The credit 
agreements contain financial covenants that impose minimum levels of earnings before 
interest, taxes, depreciation and amortization, a maximum funded debt ratio, a limit on 
capital expenditures and dividend payments, a minimum fixed charge coverage ratio, and a 
maximum senior leverage ratio. 

In March Year 3, the Company entered into a $43,000 mortgage loan agreement with 
one of its primary lenders, in part, to refinance $9,859 of existing mortgages. The $32,764 
of net proceeds the Company received from the new mortgage loan will be used for 
working capital and general corporate purposes. The new mortgage loan, which is secured 
by three of the Company's buildings, bears interest at a rate of 5.91% and matures on Aoril 
1, Year 16. 
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On May 16, Year 0, the Company issued $200,000 principal amount of Convertible 
Subordinated Notes (the "Notes*) that are convertible, under certain circumstances, into 
shares of Class A common stock at an initial conversion price of $23.01 per share. The Notes, 
which are due May 16, year 31, bear interest that is payable on May 16 and November 
16 of each year at a rate of 2.50% per annum. The Company also is obligated to pay 
contingent interest at a rate equal to 0.5% per annum during any six-month period from 
May 16 to November 15 and from November 16 to May 15, with the initial six-month period 
commencing Year 3, if the average trading price of the Notes per $1,000 principal amount for 
the five trading day period ending on the third trading day immediately preceding the first 
day of the applicable six-month period equals $1,200 or more. As this contingent interest 
feature is based on the underlying trading price of the Notes, the contingent interest meets 
the criteria of and qualifies as an embedded derivative. At the time of issuance and at March 
31, Year 3, management determined that the fair value of this contingent interest embedded 
derivative was de minimis and, accordingly, no value has been assigned to this embedded 
derivative. 

The Company may redeem some or all of the Notes at any time on or after May 21, Year 
3, at a redemption price, payable in cash, of 100% of the principal amount of the Notes, plus 
accrued and unpaid interest, including contingent interest, if any. Holders may require the 
Company to repurchase all or a portion of their Notes on May 16, Year 5, Year 8, Year 1 3, Year 1 8 
and Year 23 or upon a change in control, as defined in the indenture governing the Notes, at 
a purchase price, payable in cash, of 100% of the principal amount of the Notes, plus accrued 
and unpaid interest, including contingent interest, if any. 

The Notes are subordinate to all of our existing and future senior obligations. The net 
proceeds to the Company were approximately $194,200, after deducting underwriting 
discounts, commissions and offering expenses. The Notes are convertible, at the holders' 
option, into shares of the Company's Class A common stock prior to the maturity date under 
the following circumstances: 

■ During any quarter commencing after June 30, Year 0, if the dosing sale price of the 
Company's Class A common stock over a specified number of trading days during the 
previous quarter is more than 120% of the conversion price of the Notes on the last 
trading day of the previous quarter. The Notes are initially convertible at a conversion 
price of $23.01 per share, which is equal to a conversion rate of approximately 43.4594 
shares per $1,000 principal amount of Notes; 

■ If the Company has called the Notes for redemption; 

■ During the five-trading day period immediately following any nine-consecutive-day 
trading period in which the trading price of the Notes per $1,000 principal amount for 
each day of such period was less than 95% of the product of the dosing sale price of our 
Class A common stock on that day and the number of shares of our Class A common 
stock issuable upon conversion of $1,000 principal amount of the Notes; or 

■ Upon the occurrence of specified corporate transactions. 

The Company has reserved 8,691,880 shares of Class A common stock for issuance in the event 
the Notes are converted into the Company's common shares. 

The Notes, which are unsecured, do not contain any restrictions on the payment of 
dividends, the incurrence of additional indebtedness or the repurchase of the Company's 
securities, and do not contain any financial covenants. 
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The aggregate maturities of long-term debt as of March 31, Year 3, are as follows: 



Due in one year 
Due in two years 
Due in three years 
Due in four years 
Due in five years 
Thereafter 



$1,681 

1,941 

2,058 

2,182 

2,315 

$232,824 



Weighted average limited partners' units outstanding— dilutive 

The Company paid interest, net of capitalized interest, of $4,692 and $4,156 during the years 
ended March 31, Year 3 and Year 2, respectively. For the year ended March 31, Year 1, the 
Company paid interest of $3,215. 



The notes to financial statements should include all relevant details of the debt 
securities, including their nature, maturity dates, interest rates, collateral used, 
and any other restrictions or rights provided such as call provisions. Companies 
must also disclose five years’ worth of future payment information about princi- 
pal repayment requirements and maturity closures (see end of Figure 1A-93). All 
off-balance sheet financing arrangements, such as project financing arrangements, 
must be disclosed in the notes as well. Companies with callable bonds must dis- 
close on an unclassified balance sheet any bonds that have become callable due to 
a violation of a debt agreement, including a description of the violated covenants 
and disclosure of the long-term debt liabilities and their circumstances. Firms must 
also note if any such bonds are classified as noncurrent because the debt violation 
is likely to be cured. 

Other items of note in Figure 1A-93 include the following: 

• Disclosure of contractual agreements for the firm’s various lines of credit and 
various covenants 

• Disclosure of new long-term debt 

• Disclosure of potentially dilutive notes convertible into common stock, includ- 
ing discussion of related contingencies and their likely impact 

• Disclosure that notes are redeemable and states the rights of holders; the dates 
listed can be critical because they show when the company could have cash flow 
issues due to redemption of notes 



Early Extinguishment of Debt 



When debt is retired at scheduled maturity, any premium or discount will be fully 
amortized and the carrying amount will equal the face value. As a result, no gain 
or loss would be recorded. However, when debt is retired prior to scheduled matu- 
rity, a gain or loss may result. The gain or loss would be the difference between 
the carrying value of the debt (including any unamortized premium or discount 
and issue costs) and the reacquisition price. If the reacquisition price exceeds the 
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carrying value, a loss results; if the carrying value exceeds the reacquisition price, 
a gain results. 

ASC Topic 470, Debt (formerly FASB Statement No. 145), no longer allows clas- 
sification of gains or losses on the extinguishment of debt to be treated as extraordi- 
nary items, although prior accounting standards required this type of classification. 

An in-substance defeasance is the creation of an irrevocable trust account that 
contains funds (principal plus interest earned in the trust) sufficient to service the 
remainder of a debt. In-substance defeasances do not extinguish the liability on 
the debtor s balance sheet. (No gain or loss is recorded.) 



Equity Transactions and Earnings per Share 



Although equity is dealt with differently for proprietorships and partnerships, this 
section deals with equity for the most common form of business, the corporate 
form. This section also deals with earnings per share (EPS). 



Corporate Capital 

Equity in a corporation is called “corporate capital, 1 ’ “stockholders’ equity,” or 
“shareholders’ equity.” Corporate capital is made up of capital stock, additional 
paid-in capital, and retained earnings. Contributed capital, or paid-in capital, is 
capital stock plus additional paid-in capital, and it represents the total amount 
paid by investors for equity securities. Retained earnings represent earned capital, 
which is the result of profitable operations. Retained earnings are available (some 
restrictions apply) for shareholder dividends, which provide investors with a return 
on their investment. 

Legal capital is defined as the par value of the capital stock. Par values are 
nominal amounts printed on the shares, which are unrelated to fair market values. 
However, an investor that buys stock for less than par value (an infrequent event) 
will have a contingent liability to the corporation’s creditors in the event of bank- 
ruptcy. Par values are typically low to avoid this problem. Shares also can be issued 
without a par value. In that case, a stated value may be assigned to them, which is 
accounted for similarly to par value but does not trigger the same contingent liability'. 

Accounting for the Issuance of Shares of Stock 

A corporation can issue stock after it has been granted a charter or certificate by the 
state of incorporation. The corporation can market its shares directly or through 
an underwriter. When the shares are sold, the corporation records the receipt of 
cash and the issuance of the shares. Details of specific types of stock issues follow. 

Par Value Stock 

When par value stock is sold, the par value is credited to a separate account. Par 
value accounts are maintained for different classes of stock, such as common and 
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preferred. Any amount paid for the shares in excess of par is credited to additional 
paid-in capital (also called premium on stodk). A discount account would be used 
for shares that sell for less than par. 

For example, the accounting entry for an issuance of 1,000 shares of stock with a 
par value of $6 per share at a total price of $10,000 would be as shown in Figure 1 A-94. 

Figure 1 A-94 Stock Issuance at Premium 

Cash $10,000 

Common stock $6,000 

Paid-in capital in excess of par {premium on common stock) $4,000 



No-Par Stock 

No-par stock that has no stated value is recorded in a single account at the selling 
price, with no additional paid-in capital recorded, as illustrated in Figure 1 A-95. 

Figure 1A-95 No-Par Stock Issuance 

Cash $10,000 

Common stock $10,000 



No-par stock to which a stated value has been assigned is accounted for simi- 
larly to par value stock. The stated value is recorded in the capital stock account, 
and any excess above stated value is recorded in the additional paid-in capital 
account. 

Stock Sold on a Subscription Basis 

In cases where investors buy shares on a subscription basis, the purchase price is 
paid in installments. The shares are not issued until the price is paid in full. On the 
balance sheet, the amount of subscriptions receivable is reported as a contra equity 
account, not as an asset account. 

Lump-Sum Sales 

When several classes of stock are sold in a package for a lump-sum price, the total 
received is allocated between the different securities. If the fair values of each class 
of stock are known, then the allocation is based on relative fair values (the propor- 
tional method). The fair market value of each security divided by the aggregate 
fair market values of all securities determines the proportion of the purchase price 
assigned to that security, as shown in Figure 1A-96, where 10,000 shares of com- 
mon stock and 5,000 shares of preferred stock are issued for a lump-sum price of 
$180,000. On that date the common stock was selling for $14 per share and the pre- 
ferred stock for $10 per share. 
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Figure 1 A-96 Proportional Method for Allocation of a Lump-Sum Price 



Fair market value of common (10,000 x $14) 


= 


$140,000 


Fair market value of preferred (5,000 x $1 0) 


= 


50.000 


Aggregate fair market value 




$190,000 


$140 000 

Allocated to common: x $180,000 

$190,000 


= 


$132,632 


Allocated to preferred: -- Q,00Q x $180,000 
$190,000 


= 


nm 


Total allocation 




$180,000 



When the fair value of only one security can be determined, that security is 
recorded at its fair value and the balance of the lump-sum price is allocated to the 
remaining security (the incremental method). If none of the fair values can be deter- 
mined, the allocation may be based on an appraisal or estimate. 

Stocks Issued in Noncash Transactions 

As with all noncash transactions, the value of the exchange is determined by either 
the market value of the shares issued or the market value of the noncash items 
received. If neither of the values can be readily determined, an appraisal or esti- 
mate is required. 

Stock Issuance Costs 

Direct costs of issuing stock reduce the proceeds received from issuance and so are 
debited to additional paid-in capital (rather than being treated as expenses). These 
costs include the following: 

• Printing costs 

• Underwriting fees and marketing costs 

• Legal and accounting fees involved in preparing a registration statement 

• Filing fees and exchange listing fees 

• Clerical, administrative, and mailing costs 

Recurring costs, such as maintaining records on investors or registrar or agent 
fees, should be expensed in the period incurred. 

Companies sometimes want to make just one registration of new securities even 
though they do not plan to issue all of the approved shares to the public immedi- 
ately. This type of situation is called a “shelf registration.” Companies can request 
permission from the SEC to obtain a shelf registration. A shelf registration helps 
reduce the filing costs when more than one irsue of stock is planned. The unissued 
stock is treated as treasury stock unless it is issued at a subsequent date. 

Capital Stock 

Capital stock is divided into common stock and preferred stock unless the entity 
has only one type of stock, which is always called “common stock.” Common stock 



138 CMAexcel Self-Study Part 1: Financial Reporting , Planning , Performance , and Control 



has already been covered (par stock, no-par stock, etc.). Preferred stock character- 
istics are explained next. S 

Preferred Stock 

Preferred stock gains certain preferences compared to common stock, but preferred 
shareholders do not have the right to vote. Some preferred stock is convertible into 
common stock, and other preferred stock is callable at a specified price and date. 
Preferred stock may be issued instead of debt when an entity’s debt to equity ratio 
is too high. Various features of preferred stock are discussed next. 

• Preference to dividends. Preferred shareholders are entitled to receive divi- 
dends before common shareholders. Before declaring a dividend, the board of 
directors should confirm that the company has an adequate balance in retained 
earnings and sufficient cash available to fund the dividend. 

The dividend rate on preferred stock is stated as a percentage of the par 
value. For example, 10% preferred stock with a par value of $50 will pay an 
annual dividend of $5 per share if declared by the board of directors. With 
cumulative preferred stock, if dividends are not declared during a year, these 
dividends in arrears accumulate and must be paid before dividends can be 
declared on common stock. Dividends in arrears are not considered a liability 
but would be disclosed in the notes to financial statements. 

Another type of preferred stock, participating preferred stock, calls for 
preferred and common shareholders to share in a total dividend declared based 
upon a stated allocation. 

• Voting rights. Preferred stock usually does not allow any voting rights, 

• Preference in liquidation. If the corporation is liquidated, assets will be dis- 
tributed first to creditors, then to preferred stockholders, and last to common 
shareholders. As a result, in a bankruptcy situation, there may be insufficient 
assets for shareholder distributions. 

• Debt versus preferred stock. Unlike debt, preferred stock has no maturity date 
and entails no legal obligation for payment. Therefore, it is classified as part of 
stockholders equity. However, mandatorily redeemable preferred stock must 
be redeemed on a specific date and so is, in substance, debt rather than equity. 
Accordingly, ASC Topic 480, Distinguishing Liabilities from Equity (formerly 
FASB Statement No. 150), requires that such securities be classified as liabilities. 

Treasury Stock (Reacquisition of Shares) 

Shares that have been issued by a company and are later reacquired are called “trea- 
sury stock.” Shares may be reacquired for the following reasons: 

• To reduce the number of stockholders or prevent takeover attempts 

• To have shares available for the exercise of employee stock options 

• To increase earnings per share and return on equity 

• To make a market in the company’s stock and so stabilize or increase the stock price 

• To distribute cash to shareholders at favorable capital gains rates 
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Treasury stock is reported as a reduction of stockholders’ equity and is not 
an asset because an entity cannot own itself. Shares held as treasury stock have 
no voting or dividend rights. Reacquired shares are accounted for by either 
the cost method or the par value method. The cost method is more commonly 
used in practice. 

♦ Cost method. In the cost method, the treasury stock account is debited for the 
cost of the shares reacquired. When treasury shares are reissued subsequently, 
treasury stock is credited for the cost of the shares, cash is debited for the sell- 
ing price, and additional paid-in capital from treasury stock is credited for 
the excess of the cash received over the cost of the shares. If treasury shares 
are reissued for less than cost, the difference is debited either to additional 
paid-in capital from treasury stock or to retained earnings. Under the cost 
method, the reacquisition of 10,000 shares at $9 per share would be recorded 
as shown in Figure IA-97. 

Figure IA-97 Reacquisition of Shares under Cost Method 

Treasury stock $90,000 

Cash $90,000 



The reissuance of 4,000 of these shares for $11 per share is recorded shown in 
Figure 1A-98. 

Figure 1A-98 Reissuance of Shares under Cost Method 

Cash $44,000 

Treasury stock {4,000 shares at $9 per share) $36,000 

Additional paid-in capital from treasury stock $3,000 



• Par (or stated value) method. In the par value method, treasury stock is 
recorded at par value. When shares are reissued, cash is debited for the selling 
price, treasury stock is credited for the par value of the stock, and additional 
paid-in capital is credited for the excess. 

Retiring Treasury Stock 

Treasury stock actually is included in three accounts: in the treasury stock account 
at cost (in the cost method), in the common stock account (for the par value), and 
in additional paid-in capital on common stock (for the amount at which the stock 
originally sold in excess of par). When the shares are retired, an appropriate amount 
must be removed from all three accounts. This entry is illustrated in Figure 1 A-99, 
which assumes that 10,000 shares of $5 par common stock are retired from the 
treasury. The shares had originally sold for $8 per share and had been repurchased 
as treasury stock at $9 per share. 
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Figure 1 A-99 Cost Method of Retiring Treasury Stock 



Common stock, $5 par 


$50,000 




Additional paid-in capital on common stock 4 


$30,000 




Retained earnings 


$10,000 




Treasury stock (10,000 shares at $9 per share) 




590,000 



* ($8 - $5) x 10,000 = $30,000 



If the par value method is used, the par value of the retired shares in the trea- 
sury stock account offsets the capital stock account. The accounting entry appears 
as shown in Figure 1A-100. 

Figure 1A-100 Par Value Method of Retiring Treasury Stock 

Common stock, $5 par $50,000 

Treasury stock (10,000 shares at $5 par) $50,000 



Required Disclosures for Treasury Stock 

Disclosures are required for each treasury stock transaction. When treasury stock 
is purchased or sold, companies should disclose the number of shares issued, the 
number in the treasury, and the number left outstanding. Additionally, if the trea- 
sury stock is accounted for under the cost method, the total cost of the treasury stock 
should be presented as a deduction of total stockholders 1 equity. If accounted under 
the par method, the par value of the treasury stock should be presented as a deduc- 
tion from par value of issued shares of the same class. Additional paid-in capital from 
the treasury stock is netted with corresponding additional paid-in capital without 
needing separate disclosure. 

Treasury stock being retired can be either an actual retirement, which means 
the shares were canceled through formal application, or a constructive retirement, 
which is a board-authorized retirement without formal cancellation. Constructive 
retirement method accounting requires disclosure of the number of shares held in 
treasury. 

Paid-in Capital 

Paid-in capital, or contributed capital, is recorded when capital stock is issued and 
can be affected by various other transactions, including: 

• Sale of treasury stock at above or below cost. 

• Revision of the capital structure to absorb a deficit (as in a quasi-reorganization). 

• Conversion of convertible bonds or preferred stock to common stock. 

Balance Sheet Presentation of Paid-in Capital 

Capital stock and additional paid-in capital are reported in the stockholders’ 
equity section of the balance sheet. Disclosure should be provided of the rights 
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and privileges of each type of outstanding stock. After being paid in, the funds 
become part of a common pool for all shareholders, and no individual shareholder 
has any special claim on the amounts paid in. Changes in these account balances 
during the year are reported in the statement of stockholders’ equity. An example 
of the stockholders’ equity section of the balance sheet is shown in Figure 1 A-101. 



Figure 1A-101 Contributed Capital 



Bounce Sporting Goods Company 




Contributed Capital 




For Year Ended December 31, Year 1 




Stockholders' Equity 


Contributed capital: 

Preferred stock, $70 par (9%, cumulative, convertible, 10,000 shares 


$385,000 


authorized, 5,500 shares issued and outstanding) 

Common stock, $4 par (70,000 shares authorized, 46,500 shares issued) 


186,000 


Treasury stock, at cost (1,000 shares common) 


(18,400) 


Additional paid-in capital 


652,9,23 


Total contributed capital 


$1,204,693 



Retained Earnings 

Profitable operations are the primary source of retained earnings. In addition to 
net income and net losses, the other transactions that can affect retained earn- 
ings include prior-period adjustments (error corrections and certain changes in 
accounting principle), dividends of all types, some treasury stock transactions, and 
quasi-reorganizations. 

Stock Options, Warrants, and Rights 

Stock options, warrants, and rights are call options that give the holder the right 
to buy shares of stock at a set exercise price. Because these are equity instruments, 
accounting for them affects paid-in capital. 

Shares Issued to Employees 

Shares may be issued to employees who exercise stock options granted to them as 
a form of additional compensation. Employees can also purchase shares under an 
employee share purchase plan. 

• Employee stock ownership plans (noncompensatory plans). Employee stock 
ownership plans (ESOPs), or employee share purchase plans, are intended to 
raise capital and provide employees with a sense of ownership rather than an 
additional source of compensation. To be considered noncompensatory, such 
plans should cover substantially all full-time employees and offer only a small 
discount from market price (comparable to what might be offered to current 
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shareholders). The plan cannot offer any substantive option feature. Without 
all of these features, a plan cannot be considered noncompensatory. No com- 
pensation expense is recorded; the sale of the shares is recorded as for any other 
sale of stock. 

Disclosures required for ESOPs include a description of the plan, the basis 
for making contributions, covered groups, and any notes to help comparability 
between periods. Significant accounting policies, compensation cost recognized, 
any repurchase obligations (at aggregate fair value), and the fair value of any 
unearned compensation must also be disclosed. 

• Equity share options. According to ASC Topic 718, Compensation— Stock 
Compensation (previously addressed in FASB Statement No. 123 (R)), at the 
date that stock options are granted to employees, the fair value of the options 
is measured based on market prices of options with similar terms, if available, 
or estimated using an option pricing model. The fair value of the options is 
recorded as additional paid-in capital and as compensation expense over the 
service period. The service period is the period during which the employee 
renders services in exchange for the compensation and frequently is the period 
between the date of grant and the date that the options first become exercisable. 

For example, assume that an executive is granted options for the purchase 
of 1,000 shares of $8 par common stock at $20 per share. There is a four-year 
service period before the options become exercisable. At the date ot grant, the 
options are determined to have a fair value of $4 each. During each year of the 
service period, the employee will make the entry as illustrated in Figure 1 A- 1 02. 

Figure 1A-102 Annual Entry Recognizing Compensation Expense 

Compensation expense $1,000 

Paid-in capital stock options $1,000 



When the option is exercised, the entry is as shown in Figure 1 A-103. 

Figure 1A-103 Entry for Option Exercise 

Cash ($20 x 1 ,000 shares) $20,000 

Paid-in capital stock options $4,000 

Common stock, $8 par 
Additional paid-in capital on common stock 



$ 8,000 

$16,000 



Firms with stock compensation plans should disclose the nature and terms of 
the plans, the method of estimating fair value, the effect of the plans on the income 
statement, and the cash flows associated with the plans. 

Warrants and Rights 

Warrants allow the holder to acquire shares of stock at a certain price within a 
stated duration of time. Stock options issued to employees are a form of warrant, as 
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are stock rights granted to shareholders. Warrants sometimes are issued in a pack- 
age with other securities, such as bonds or preferred stock. When the stock price 
rises above the exercise price stated on the option, the potential for profit exists, 
either by exercising the option and selling the shares or by selling the option itself, 
which now has an intrinsic value. 

Stock rights give current stockholders the right to purchase newly issued shares 
in proportion to those currently held, thus preventing their ownership stake and 
voting rights from being diluted without their permission. This right is also called 
the “preemptive right” No entry is recorded when the warrants are issued. When 
the warrants are exercised, the receipt of cash and the issuance of the shares is 
recorded, as for any other sale of shares. 

Stock Warrants Issued with Other securities 

A stock warrant sometimes is issued in a package with bonds or stock as an addi- 
tional incentive to entice investors. As long as the warrants are detachable and thus 
can be sold separately from the other security, the issuer must allocate the proceeds 
of the package between the stock warrant and the other security. The allocation is 
based on either the proportional or the incremental method. 

• Proportional method. The proportional method is used when the fair market 
values of both securities can be determined, often by relying on prices when 
the securities begin to trade separately after issuance. The total amount inves- 
tors paid for the package is allocated between the two securities based on their 
relative market values. For example, assume that 1,000 shares of preferred stock 
are issued together with 1,000 warrants, for a total of $20,750. After the sale, the 
preferred stock is selling for $18.25 per share and the warrants are selling for S3 
each. The allocation under the proportional method is shown in Figure 1 A- 104. 



Figure 1A-104 Proportional Method of Valuing Stock Warrants Grouped with Securities 



Fair market value of preferred (1,000 x $18.25) 


= $18,250 


Fair market value of warrants (1,000 x $3) 


= im 


Aggregate fair market value 


$21,250 


Allocated to preferred: J x $20,750 

$21,250 


= $17,821 


Allocated to warrants: — ^ x $20,750 
$21,250 


= 2.929 


Total allocation 


$20,750 



• Incremental method. When the fair value of one of the securities cannot be 
determined (e.g., the warrants are not being separately traded), the incremental 
method is used. In this approach, the fair value that is determinable is assigned 
to that security, and the remainder of the price is assigned to the other security. 
Figure 1A-105 illustrates this method, assuming that only the preferred stock 
in the last example was trading separately. 
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Figure 1 A-105 Incremental Method of Valuing Stock Warrants Grouped with Securities 



Lump-sum receipt = $20,750 

Allocated to preferred (1,000 x $18.25) = 18,250 

Balance allocated to warrants $2,500 



Appropriation of Retained Earnings 

An appropriation of retained earnings is a reclassification of these earnings for spe- 
cific purposes. The board of directors must approve any appropriations of retained 
earnings. Appropriations reduce unappropriated retained earnings and must be 
displayed within the stockholders* equity section of the balance sheet. However, 
according to ASC Topic 450, costs or losses cannot be charged directly to appro- 
priated retained earnings but must be reported on the income statement. Once 
such costs have been accounted for, the retained earnings appropriation would be 
reversed. An appropriation of retained earnings is just a means to signal that these 
earnings are unavailable for dividends. Alternately, a restriction on retained earn- 
ings can be disclosed. Reasons that a firm might appropriate or restrict retained 
earnings include: 

• Loss contingencies (such as pending lawsuits). 

• Legal restrictions related to treasury stock. 

• Contractual restrictions related to bond indentures. 

• Plant expansion or debt retirement. 

Accounting for Appropriation of Retained Earnings 

An account such as appropriated retained earnings is set up as a subclassification 
of retained earnings. When the appropriation is made, the accounting entry is as 
shown in Figure 1A-106. 

Figure 1 A-106 Accounting for Appropriations of Retained Earnings 

Retained earnings $10,000,000 

Retained earnings appropriated for 

Product x lawsuit loss contingency $10,000,000 



Dividends 

Dividend distributions typically are made from retained earnings, but few compa- 
nies distribute all of their retained earnings as dividends. Retained earnings may 
be restricted, or firms may wish to retain assets that might be used to pay dividends 
to fund future growth. Many companies try to maintain a steady record of divi- 
dend payments over time, consistent with investors* expectations. In contrast, some 
younger companies have never paid a dividend. To the extent that retained earnings 
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are not distributed as dividends, they should contribute to increasing share prices. 
The types of dividends covered here include cash dividends, property dividends, 
liquidating dividends, cumulative dividends, scrip dividends, and stock dividends. 
Stock splits and reverse stock splits are also covered. 

Cash Dividends 

The cash dividend rate on preferred stock is fixed and stated either as a percentage 
of par or as a per-share amount. Dividends on common stock vary at the discre- 
tion of the board of directors. Cash dividends become a current liability on the date 
they are declared by the board of directors (the date of declaration). Dividends are 
payable to those stockholders who own shares as of the date of record and are dis- 
tributed on the date of payment. Assuming that the board of directors declared a 
dividend of $1 per share on the 200,000 shares outstanding, the entry for the date 
of declaration is as shown in Figure 1 A-107. 

Figure 1 A-107 Accounting for Cash Dividends at Date of Declaration 

Retained earnings $200,000 

Dividends payable $200,000 



No accounting entry is made of the date of record. On the date of payment, 
cash is credited and dividends payable debited. 

Property Dividends 

Any nonreciprocal transfer of nonmonetary assets from the entity to its owners 
is considered a property dividend. Dividends payable in property, merchandise, 
or investments are called “property dividends.” Property dividends are accounted 
for at the fair value of the assets transferred. At the date of declaration, a gain 
or loss is recognized for the difference between the asset s cost and its earning 
value. 

Assume that a company declares a property dividend that calls for distribution 
of securities held as an investment. These securities have a cost and carrying value 
of $1,000,000 and a fair market value of $1,300,000 to stockholders. The entry at 
the date of declaration is as shown in Figure 1A-108. 

Figure 1A-108 Accounting for Property Dividends at Date of Declaration 

Investments in securities $300,000 

Gain on appreciation of securities $300,000 

Retained earnings {property dividends declared) $1,300,000 

Property dividends payable $1,300,000 



The entry at the date of distribution would be shown in Figure I A-109, 



146 



CMAexcei Self-Study Part I: Financial Reporting, Planning, Performance, and Control 



Figure 1 A-109 Accounting for Property Dividends at Date of Distribution 



Property dividends payable 
Investments in securities 



$1,300,000 

$1,300,000 



Liquidating Dividends 

A dividend that is paid oat of paid-in capita] rather than retained earnings is a 
liquidating dividend. A liquidating dividend constitutes a return of the stockhold- 
ers’ investment rather than a return on their investment, as a normal dividend 
would be. 

Liquidating dividends typically occur when a company is ceasing operations. 
The entry shown in Figure 1 A-110 illustrates the accounting for a dividend that was 
partly paid from retained earnings (normal dividend) and partly from additional 
paid-in capital (liquidating dividend). 

Figure 1A-110 Accounting for Liquidating Dividends at Date of Declaration 

Retained earnings $750,000 

Additional paid-in capital $250,000 

Dividends payable $1,000,000 



The entry for the date of payment is shown in Figure 1A-111. 

Figure 1 A-111 Accounting for Liquidating Dividends at Date of Payment 

Dividends payable $1,000,000 

Cash $1,000,000 



Cumulative Dividends 

A preferred stock can be cumulative, meaning that if a corporation fails to pay a 
dividend on this stock in a year and owes this dividend in arrears, then the cor- 
poration is legally obligated to pay the dividends in arrears plus the current years 
dividend before the corporation can pay any dividends to common shareholders. 
Unless preferred stock is labeled as noncumulative, it is legally considered to be 
cumulative. Noncumulative stock carries no obligations to pay dividends (like 
common stock). 

Scrip Dividends 

Scrip is a type of note payable. Therefore, a scrip dividend is a promise to pay a spe- 
cific dividend at a future date. xA scrip dividend can be declared when a corporation 
has sufficient retained earnings for a dividend but is experiencing cash flow' prob- 
lems. A scrip dividend can be used instead of failing to make an expected dividend 
payment (a negative sign to the market). A shareholder with a scrip dividend can 
hold it until maturity or sell it on the open market. 
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Stock Dividends 

Stock dividends are a nonreciprocal transfer of an entity’s own stock to its share- 
holders on a pro rata basis. Unlike cash or property dividends, stock dividends 
do not affect total assets or total shareholders’ equity. Retained earnings merely 
are reclassified as paid-in capital. This capitalization of earnings has the effect of 
retaining them in the corporation on a permanent basis. Small stock dividends 
involve the distribution of less than 20 % to 25 % of the number of shares outstanding 
on the date of declaration and are accounted for by debiting retained earnings for the 
market value of the shares on the declaration date. In contrast, large stock dividends 
involve the transfer of more than 20 % to 25 % of the number of shares outstanding 
and are accounted for by debiting retained earnings for the par value of the shares. 

Stock dividends often are issued when the company wants to give something to 
the owners while still conserving cash. The company can reinvest its cash by reclas- 
sifying it trom earned to contributed capital, retaining the funds in the business. 
Shareholders can sell these extra shares on the open market. 

Although shareholders maintain their same proportional ownership in the 
company after the stock dividend, the fact that there are more shares outstanding 
will cause the book value per share and market price per share to adjust downward. 
The impact of this will be more noticeable in the case of large stock dividends, 
which, like stock splits, often are used to decrease the stock price to a more mar- 
ketable level. Therefore, the market usually treats large stock dividends as if they 
were stock splits. 

Stock Splits 

A stock split is a tool to reduce the market price per share of a company’s stock 
without changing ownership proportions by issuing a specific number of shares for 
each share outstanding and reducing the par value per share by the same propor- 
tion. For example, a 4-for-l stock split on 100,000 shares of stock trading at S400 
per share would result in 400,000 shares of stock trading at approximately $100. 
Thus there is no net change to stockholders’ equity, unlike with a stock dividend, 
which increases the number of shares without lowering the par value f increasing the 
total par value of outstanding shares). The reason for using stock splits is to make 
the stock more affordable for certain investors, thus increasing the diversification 
of ownership and theoretically increasing overall trading. No entry is recorded for 
a stock split; instead, a memorandum notes the changed par value of the shares. 

Although rare, a reverse split is the opposite of a stock split in that it reduces 
the number of outstanding shares and proportionally increases the per-share price. 
For example, a l-for-20 reverse stock split would transform 200,000 shares at $1 per 
share into 10,000 shares at approximately 520 per share. 

EPS Simple Capital Structure 

A company with no potentially dilutive securities outstanding has a simple capital 
structure, whereas a company with such securities has a complex capital structure. 



* 
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Potentially dilutive securities are those that have the potential to lead to the issuance 
of additional shares of common stock. These securities include convertible preferred 
stock, convertible bonds, contingent shares, and stock options, warrants, and rights. 

Basic earnings per share (EPS) is reported for a company with a simple capi- 
tal structure. It is computed as net income available to common stock (net income 
minus dividends on preferred stock) divided by the weighted average shares of com- 
mon stock outstanding during the year: 

Net Income — Preferred Dividends 

Basic Earnings Per Share = - — — — 

Weighted Average Common Shares Outstanding 

Preferred dividends and weighted average shares are discussed next. 

Preferred Stock Dividends 

Preferred stock dividends declared reduce the amount of earnings available for 
common stock. They therefore are subtracted from net income (or, if a company 
reports a net loss, serve to increase the loss). If the preferred stock is cumulative, 
the annual dividend affects the EPS numerator whether it has been declared or not. 

Weighted Average Common Shares Outstanding 

Anytime the number of shares outstanding changes during the year, a weighted 
average number of shares is determined for use in the EPS denominator. The shares 
outstanding at a given point are weighted by the portion of the year during which 
they are outstanding: 

Weighted Average Common Shares Outstanding = 

, ^ , Months Outstanding 

Shares Outstanding x 

12Months 

The sum of the weighted average common shares outstanding is totaled to find 
the weighted average shares for the year. For example, assume that a company had 
changes to its outstanding shares due to the issuance of additional shares and the 
purchase of shares for the treasury as shown in Figure 1A-112. 



Figure 1A-112 Shares Outstanding and Ending Balance 



Date 


Share Changes 


Shares Outstanding 


January 1 


Beginning balance 


110,000 


March 1 


Issued 40,000 shares for cash 


40,000 






150,000 


June l 


Purchased 46,000 shares 


46,000 






104,000 


October 1 


Issued 35,000 shares for cash 


35,000 


December 31 


Ending balance 


139,000 
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The computations in Figure 1A-113 are performed to determine the total 
weighted average. 



Figure 1 A-113 Weighted Average Common Shares Outstanding 



Dates Outstanding 


Shares 

Outstanding 




Fraction of 
Year 


Weighted 

Shares 


January 1-March 1 


110,000 


X 


2/12 


18,333 


March 1-June 1 


150,000 


X 


3/12 


37,500 


June 1-October 1 


104,000 


X 


4/12 


34,667 


October 1 -December 31 


139,000 


X 


3/12 


34,750 


Weighted average common 
shares outstanding 








125,250 



Assume that the company has income before extraordinary items of $300,000 
and preferred dividends of $100,000. Therefore, income before extraordinary items 
available to common shareholders would be $200,000 and earnings per share would 
be calculated as in Figure 1 A-1 14. 



Figure 1 A-1 14 Computation of Income Available to Common Stockholders 





Income 

Information 


Weighted 

Shares 


Earnings 
per Share 


Income before extraordinary items 
available to common stockholders 


$200,000 


/ 125,250 = 


$1.60 


Extraordinary gain (net of tax) 


50,000 


/ 125,250 = 




Income available to common 
stockholders 


$250,000 


/ 125,250 = 


$2.00 



Earnings per share related to extraordinary items must be disclosed separately, 
either on the face of the income statement or in the notes. Income statement dis- 
closure is shown in Figure 1 A-1 15. 



Figure 1 A-1 15 Earnings per Share with Extraordinary Item 



Income before extraordinary item $300,000 

Extraordinary gain, net of tax 50.000 

Net income $350,000 

Earnings per share: 

Income before extraordinary items $1.60 

Extraordinary item, net of tax AQ 

Net income $2.00 
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EPS Complex Capital Structure 

Companies with potentially dilutive securities outstanding report both basic and 
diluted EPS. Diluted EPS reflects the hypothetical impact that conversion or exer- 
cise of outstanding potentially dilutive securities would have on earnings available 
to common shareholders. 

Diluted EPS = Basic EPS -r Impact of Convertibles + Impact of Warrants 

The intent of diluted EPS is to show bad news, or a potential decrease in EPS. 
Sometimes conversion or exercise of a potentially dilutive security will cause 
EPS to increase. When that is the case, that security is considered antidilutive and 
is omitted from the calculation of diluted EPS. As a result, diluted EPS always will 
be smaller (or a loss per share larger) than basic EPS. 

The impact of convertible bonds and convertible preferred stock on diluted 
EPS is calculated using the if-converted method, whereas the impact of warrants, 
options, and rights is determined using the treasury stock method. 



If-Converted Method 

The if-converted method assumes that convertible securities are converted to common 
stock at the beginning of the period (or at the date of issuance if issued during a period). 
The impact of the assumed conversion on the EPS numerator and denominator is then 
determined. In the case of a convertible bond, conversion to common stock would 
mean that no bond interest expense would have been incurred, so earnings available 
for common stock would increase by the after-tax amount of bond interest expense 
(because interest is deducted before computing tax expense). Conversion also would 
increase the number of common shares outstanding. Starting with basic EPS, the addi- 
tional income would be added to the EPS numerator and the additional shares added 
to the EPS denominator in order to arrive at diluted EPS. Convertible preferred stock 
is treated similarly, except that dividends on preferred stock do not affect tax expense 
and so are not subject to the tax adjustment. (Net income is used in the numerator.) 

For example, assume a 40% tax rate for a year in which two convertible deben- 
ture bonds are issued: a 6%, $1,000,000 bond that is convertible into 30,000 common 
shares is issued at par on January 1 and a 7%, $1,000,000 bond that is convertible 
into 35,000 common shares is issued at par on July I. The net of tax adjustment for 
interest for the first bond is calculated as 

Annual Interest x (1 - Tax Rate) 

($1,000,000 x 0.06) x (1 - 0.40) = $36,000 

Because the 7% bond was issued in J uly, interest expense for only half of a year 
would have been recorded: 



.Annual Interest x (1 - Tax Rate) x 



Months Outstanding 
12 Months 



1 
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If income available for common shareholders from basic EPS was 5300,000, the 
after- tax bond interest expense would be added to that to compute the numerator 
for diluted EPS: $300,000 + $36,000 + $21,000 = $357,000. The weighted average 
number of shares in the EPS denominator would be increased by the additional 
shares issued on conversion, weighted by the portion of the year outstanding (July 
through December): 



Convertible Number of Shares x . y° nt ^ s Outstanding 

12 Months 



30.000 x 1 = 30,000 

35.000 x - = 17,500 

2 



If 100,000 weighted average shares were used in the calculation of basic EPS, 
the number of shares used for diluted EPS would be 100,000 + 30,000 + 17,500 = 
147,500. As a result, diluted EPS is $357,000 divided by 147,500, or $2.42 per share. 



Treasury Stock Method 

The treasury stock method assumes that (1) warrants and options are exercised 
at the beginning of the year (or on the date of issuance if issued during the year) 
and (2) the proceeds from exercise are used to repurchase shares (at the average 
stock price for the year) for the treasury. The second assumption has the effect of 
mitigating the increase in the number of outstanding shares that otherwise would 
occur. The excess of the shares assumed to be issued in step 1 less the shares repur- 
chased in step 2 is the number of incremental shares added to the EPS denomi- 
nator. An incremental amount will exist when the exercise price is less than the 
stocks market price because the funds will not be enough to buy back all of the 
shares. Because warrants do not pay interest or dividends, they have no effect on 
the EPS numerator. 

Any time the exercise price of the warrant or option is higher than the market 
price of the stock, the options will be antidilutive and are ignored for purposes of 
calculating diluted EPS. Therefore, when the exercise price of the warrant or option 
is greater than the market price of the stock, exercise is not assumed and no dilu- 
tion need be accounted for. 

For example, assume that a company has 2,000 warrants outstanding, each of 
which can be exercised for the purchase of one share of common stock at $15 per 
share, and the average market price of the common stock during the year is $45. The 
treasury stock method first assumes that all the warrants are exercised, which leads 
to the issuance of 2,000 shares of common stock, accompanied by a cash inflow of 

530,000 (2,000 x S15). Next, the company is assumed to use the cash received to 
repurchase shares for the treasury. At the average market price, 667 shares can be 
repurchased ($30,000/545). The net result is that 1,333 (2,000 - 667) incremental 
shares would be outstanding and are added to the EPS denominator in computing 
diluted EPS. 
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Alternately, the same result can be arrived at using the next formula. 

Market Price - Option Price 



Number of Incremental Shares = Number of Options x ■ 

$45- $15 

= 2,000 x = 1,333 

$45 



Market Price 



Assume that basic EPS was $3.00 per share, based on $300,000 in earnings and 
100,000 shares outstanding. The incremental shares are added to the denominator, 
and diluted EPS would be calculated as follows: 



Diluted EPS = $300,00 ° = S2.96 per Share 

100,000 + 1,333 



Diluted EPS with Convertible Debts and Stock Warrants 

Assuming the examples used for the if-converted method and the treasury stock 
method were for the same company and period of time, the combined diluted EPS 
would be calculated as shown next. 



Diluted EPS = Basic EPS + Impact of Convertibles + Impact of Warrants 



$300,000 + $36,000 + $21,000 
100,000 + 47,500 + 1,333 



$357,000 
148,833 Shares 



= $2.40/Share 



Income statement presentation of the basic and diluted EPS amounts is shown 
in Figure 1A-116. 



Figure 1A-116 Earnings per Share Disclosure 



Net income for the year 


$300,000 


Earnings per share (Note 1): 




Basic earnings per share ($300,000 / 100,000) 


$3.00 


Diluted earnings per share ($357,000/148,833) 


$2.40 



Financial Statement Presentation and Disclosure 
Requirements for Equity and EPS 

Disclosures for simple and complex earnings per share on the income statement 
were illustrated previously. When irregular items appear on the income state- 
ment, per-share amounts should be shown for income from continuing operations, 
income before extraordinary items, income before accounting changes, and net 
income. EPS should be shown for each period presented on the statements. 

EPS is covered in ASC Topic 260, Earnings per Share (previously covered in 
FASB Statement No. 128), and provides guidelines for computation and presenta- 
tion of EPS for public companies and any nonpublic companies wishing to report 
EPS. The statement helps integrate EPS practices with international standards and 
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simplifies reporting. Specific requirements of this Standard have been covered 
throughout this section, such as that both basic and dilutive EPS must be listed for 
any company with potentially dilutive securities. Furthermore, any presentation 
showing a complex capital structure requires the following disclosures: 

• Rights and privileges of outstanding securities 

• Reconciliation of the numerator and denominator used for basic and diluted 
EPS, showing the impact of each individual security 

• Effect of conversions that occurred after year-end but before statement issuance 

• Weight given to preferred dividends when calculating income available to com- 
mon stockholders for basic EPS 

• Antidilutive securities that were not included in basic or dilutive EPS that could 
affect EPS in the future 



Revenue Recognition 



Revenue recognition has been a continual topic of concern for the SEC, because it 
is often a source of restatements for companies that have recognized revenues pre- 
maturely or improperly. This section covers different accounting approaches used in 
various industries for recognizing revenues. CMA candidates should note that the 
FASB and International Accounting Standards Board (IASB) have been working on 
a joint project for several years now in their attempt to converge revenue recognition 
standards. The project proposes significant changes to the process for recognizing 
revenues and a single model to be applied consistently to various transactions. At 
its core is the requirement for an entity to recognize revenue to depict the transfer 
of goods or services to customers in an amount that reflects the consideration that 
the entity receives. To apply the model for revenue recognition, an entity follows a 
five-step process or approach as follows: 

1. Identify the contract with the customer. 

2. Identify separate performance obligations in the contract. 

3. Determine the transaction price. 

4. Allocate the transaction price to separate performance obligations. 

5. Recognize revenue only when the entity satisfies each performance obligation. 

The new Standard is scheduled to be finalized in the second quarter of 2014, so 
CMA candidates should continue to monitor the FASB website at www.fasb.org in 
order to keep abreast of the proposed changes. Regardless, it should be noted that 
the CMA examiners do not typically test new authoritative standards until (the 
earliest) one year from the effective date of the standard. Thus, the content of this 
topic in this section presents and focuses on revenue recognition standards and 
practices as they currently exist under U.S. GAAP. 

The revenue recognition principle in FASB Concepts Statement No. 5 states that 
revenue is recognized when it is realized or realizable and earned. However, this 
approach is somewhat inconsistent with FASB Concepts Statement No. 6, which 
defines revenues in terms of inflows of assets or settlement of liabilities as a result 
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of a firm’s ongoing or central operations. As a result, the FASB has contemplated a 
redefinition of the revenue recognition concept in terms of changes in assets and 
liabilities. 

The following are some common sources of revenue and the point at which 
recognition typically occurs: 

• Sales of products— Recognized as of date of sale or delivery to customers 

• Services and fees— Recognized after the service is performed and is billable 

• Interest, rents, and royalties from permitting others to use an asset— 
Recognized as time passes or the assets are used 

• Gains or losses on disposition of noninventory assets— Recognized as of the 
date of sale 

The point of sale is the most common point for revenue recognition, but revenue 
for certain types of transactions can be recognized before delivery (before, during, 
or on completion of production) or after delivery (as cash is collected or after costs 
are recovered). These different approaches are discussed below. 

Point-of-Sale Recognition Issues 

Questions arise about revenue recognition at the point of sale in certain situations, 
such as when a buyback agreement or right of return exists. 

• Sales with buyback agreements. A sale that includes an agreement to buy back 
the goods later has transferred the title legally, but the seller retains the risks of 
ownership, so therefore no sale should be recorded. (Note that this was covered 
earlier in the discussion of inventory.) 

• Sales when a right of return exists. Book, magazine, and music publishers, per- 
ishable food dealers, and many other industries provide guarantees for return of 
unsold merchandise in order to increase overall sales. As long as the following con- 
ditions are met, firms should report sales less an allowance for estimated returns: 

• The sales price is fixed or determinable. 

• The buyer’s obligation to pay the seller is not contingent on resale of the 
product. 

• Theft, damage, or destruction of the product will not alter the liability of the 
buyer to the seller. 

• The buyer has economic substance separate from the seller. 

• The seller has no significant obligations for future performance to directly 
bring about the buyers resale of the product. 

• The amount of returns can be reasonably estimated. 

• Trade loading (channel stuffing). Trade loading is the practice of convinc- 
ing retailers to buy more wholesale product than they can sell in a reasonable 
amount of time to inflate revenues (and profits) in the near term. The effect is 
that tomorrows or next year’s revenues are booked today, which eventually will 
lead to lowered future revenues unless the practice is continued indefinitely. 
Such window-dressing policies are discouraged. 
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Recognition after Delivery 

Three methods are used when revenue recognition is deferred because collectibility 
of the sales price is not reasonably assured: the installment sales method, the cost 
recovery method, and the deposit method. 

1. Installment sales method. The installment sales method recognizes profit as 
cash is collected rather than at the point of sale. It is used when no reasonable 
estimate of the amount that can be collected is available. Thus this method often 
is used when payments for purchases of goods are required in installments (e.g., 
furniture, large, expensive machinery, land development sales). To protect the 
seller, such agreements may include provisions such as delaying transfer of title 
until full payment has been made. 

This method recognizes the revenues and costs of goods sold related to 
installment sales in the period of sale but defers gross profit until the cash is 
collected. A gross profit rate is computed based on each years installment sales. 
As cash is collected, the profit realized is determined by multiplying the cash 
collections by the gross profit rate applicable to that years installment sales. 
Any remaining gross profit not realized is deferred to future years. 

On the balance sheet, deferred gross profit generally is reported as a 
liability representing unearned revenue, although some accountants argue that 
it is preferable to treat it as a contra account to installment accounts receivable. 

2. Cost recovery method. Under the cost recovery method, revenue is recognized 
only when the cash received by the seller exceeds the cost of goods sold. After 
this threshold, all cash collections lead to profit recognition. This method is 
applicable when collectibility cannot be reasonably estimated. In the year of 
sale, the income statement reports revenue, cost of goods sold, deferred gross 
profit, and recognized gross profit. For example, if a company had sales on 
credit of $100,000 and cost of goods sold of $70,000, the closing entry to defer 
gross profit for Year 1 sales would be as shown as in Figure 1 A- 117. 

Figure 1A-117 Year 1 Closing Entry under Cost Recovery Method 

Sales $100,000 

Cost of sales $70,000 

Deferred gross profit $30,000 

(To close sales and cost of sales and to record deferred 

gross profit on sales accounted for under the cost recovery method) 



If, by the end of Year 2, cash collections on the Year 1 sales totaled $80,000, then 
$10,000 profit would be recognized as shown in Figure 1A-118. 

Figure 1 A-118 Year 2 Entry under Cost Recovery Method 

Deferred gross profit $10,000 

Realized gross profit $10,000 

(To recognize gross profit to the extent that 
cash collections in Year 2 exceed costs) 
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The rina! entries would be made in Year 3 when the remaining profits are 
recorded. (See Figure 1 A-L 19.) 

Figure 1A-119 Year 3 Entry under Cost Recovery Method 

Deferred gross profit $20,000 

Realized gross profit $20,000 

(To recognize gross profit to the extent that 
cash collections in Year 3 exceed costs) 



3. Deposit method. The deposit method is not really a revenue recognition 
method but rather a procedure applied when advance payment is made for 
goods or property that have not yet been transferred by the seller. No revenue is 
recognized until the sale is complete. The cash collected is reported as a liability 
(customer deposits), and the inventory remains on the books of the seller. When 
the sale is complete, an appropriate revenue recognition method is applied. 

Issues and Concerns Regarding Revenue Recognition 

In addition to the issues addressed earlier, like channel stuffing, the SEC has become 
concerned about other issues. For example, some companies acting as intermedi- 
aries and earning a fee on the sales they facilitate have recorded the full amount 
of the sale in their revenues. The SEC has indicated that such companies should 
report only their own fee as revenues. Another issue concerns revenue on contracts 
that provide services over the course of several years. Revenue under such contracts 
should be recorded only as earned and not front-end-loaded at the inception of the 
contract. Another revenue recognition issue is recognizing all of the revenue as 
earned on a contract that provides services over the course of several years. Such 
contracts should record revenue only as it is earned. 

Premature or excess revenue recognition has been one of the most common 
problems that the SEC has discovered in its review of the statements companies 
file with it. This became an even greater concern during the Internet boom, when 
the shares of development-stage Internet companies began to trade on revenues 
multiples instead of the more traditional earnings multiples. In response, the SEC, 
in Staff Accounting Bulletin (SAB) 101 (as updated by SAB No. 104 and further 
incorporated into ASC Topic 605, Revenue Recognition ), summarized the four basic 
criteria under GAAP that must be met for revenue to be recognized: 

1. Persuasive evidence of an arrangement exists. 

2. Delivery has occurred or the services have been rendered. 

3. There is a fixed or determinable price. 

4. Collectibility is assured. 

G AAP for revenue recognition has evolved, and issues including accounting for 
multideliverable arrangements (MDAs) covering contracts combining the delivery 
of goods and services, such as a sale of equipment with ongoing maintenance ser- 
vices, are being addressed in the context of the newly proposed revenue recognition 
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Standard mentioned previously. In such circumstances, currently it is necessary to 
break the transactions into their components and apply the revenue recognition 
principles to the component parts of the transaction. In the case of the sale of an 
automobile with lifetime maintenance, it would be necessary to distinguish the 
portion of the sales price that applies to the sale of the car from the amount that 
represents a prepayment of the regular maintenance service that is also included 
in the transaction. The revenue associated with the maintenance services would 
be deferred and recognized over the period during which the maintenance 
would be performed. 



Accounting for Long-Term Construction Projects 

Currently, two accounting methods can be applied in recognizing revenue on long- 
term construction contracts: the percentage-of-completion method and the com- 
pleted contract method. 



Percentage-of-(ompletion Method 

The percentage-of-completion method is used for recognition of revenues from 
long-term construction contracts under GAAP, as long as estimates can be made 
of the extent of job completion and a contract with legally enforceable rights exists. 
Estimates of completion can be based on input measures, such as costs incurred or 
labor hours used, or output measures, such as stories completed or miles of road 
completed. A commonly used input measure (recommended by the Committee 
on Accounting Procedure in Accounting Research Bulletin No. 45) is based on the 
ratio of costs incurred to date to total estimated costs: 



Cost-to-Cost Percentage Complete 



To-Date Costs 

Most Recent Estimate of Total Costs 



This percentage is multiplied by the estimated total gross profit or revenue to 
determine the amount of revenue and profit to recognize to date. The amount of 
profit recognized to date less the amount of profit recognized at the end of the prior 
year determines the profit recognized for the current year. 

An inventory account titled ‘contracts in progress” is used to collect construc- 
tion costs plus gross profit earned to date. When the customer is billed, accounts 
receivable is increased together with billings on contract, which is netted against 
the construction in progress account on the balance sheet, with the total reported 
as either an asset or a liability. 

For example, assume that a company has a construction contract for SI 1,250,000. 
During the first year, $2,500,000 of actual costs were incurred, which was 25% of 
the total estimated contract costs of $10,000,000. The total estimated gross profit 
on the contract is $1,250,000 ($11,250,000 - $10,000,000), and 25% of this amount, 
or $312,500, is recognized as gross profit the first year in relationship to the costs 
incurred to date. 
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The journal entries shown in Figure 1 A-120 would be made during the vear as 
costs are incurred, billings are made, and collections received. 



Figure 1A-120 Percentage-of-Completion Entries 



Contracts in progress 


$2,500,000 


Materials, cash, payables, etc. 


S25OO.0OC 


(To record cost of construction) 




Accounts receivable 


$2,250,000 


Billing on contracts in progress 


$2,250,000 


(To record progress billings) 




Cash 


$1,875,000 


Accounts receivable 


$1,875,000 


(To record collections) 




At the end of the year, profit is recognized 


on the contract, along with expenses, 


and the total equals the amount of revenue 


to be recognized the first year. (See 


Figure 1A-121.) 




Figure 1A-121 Year-End Percentage-of-Completion Entry 


Contracts in progress (gross profit) 


$312,500 


Construction expenses 


$2,500,000 


Construction revenue 


$2,812,500 



At completion of the contract, construction in progress is credited and billings 
on contract are debited to close out the accounts. 



Completed-Contract Method 

The completed-contract method is used only when the entity has mostly short-term 
contracts, when the percentage-of-completion method is inappropriate because 
estimation of costs is not practical or when the contract has hazards that go beyond 
ordinary business risks. 

Under the completed-contract method, revenue and gross profit are recog- 
nized only after the contract is complete. A contracts in progress (inventory) 
account is used to accumulate construction costs. A contra inventory account 
called “progress billings on construction in process” is used to accumulate prog- 
ress billings. 

Unlike the percentage-of-completion method, the completed-contract method 
makes no interim charges or credits for revenues, costs, or gross profit. However, 
when it is likely that a loss will be incurred on the contract, it should be recorded 
as discussed below. 

In the final year of the contract, the accounting entries shown in Figure 1 A-122 
would be made. 



Section A, Topic 2— Recognition, Measurement, Valuation, and Disclosure 



159 



Figure 1 A-122 Contractor's Final Year Accounting Entry Using Completed-Contract 
Method 

Billings on construction in process $1 1,250,000 

Revenue from long-term contracts $11,250,000 

Costs of construction $10,125,000 

Construction in process $10,125,000 



Losses on Long-Term Contracts 

Long-term contracts can result in a current period loss on a project that is still going 
to be profitable or a loss on an unprofitable project. 

Loss in a Current Period 

Under the percentage-of-completion method, a change in estimate results if esti- 
mated expenses increase but the overall estimate for a project still results in a profit. 
A loss is recorded in the current period to offset the excess gross profit recognized 
previously. The current-period loss is calculated as shown in Figure 1 A-123. 

Figure 1 A-123 Computation of Recognizable Loss in Current Period 



Cost to date (12/31/Year 2) $4,315,680 

Estimated costs to complete (revised) 3.231,716 

Estimated total costs $7,547,396 

Percentage complete ($4,315,680 / $7,547,396) 57.2% 

Revenue recognized in Year 2: ($6,660,000* x 57.2%) - $1,665,000 T $2,144,520 

Costs incurred in Year 2 2.797.360 

Loss recognized in Year 2 $(652,840) 



• Revenue recognized in Year 2 on project. 
r Cumulative revenue recognized up to Year 1 on project. 

The loss is recorded as shown in Figure 1A-124. 

Figure 1A-124 Loss in Current Period on Long-Term Contract 

Construction expense $2,797,360 

Construction in process (loss) $652,840 

Revenue from long-term contract $2,144,520 



This loss is the difference between the reported revenue and the actual costs. 

Loss on an Unprofitable Contract 

No matter whether the completed-contract method or the percentage-of- 
completion method is used, if an overall loss on a project is expected, the entire 
amount of the loss that is estimated must be recognized in the current period. 



1 60 CMAexcel Self-Study Part 1: Financial Reporting , Planning, Performance, and Control 



• Percentage-of-completion accounting. Under the percentage -of-completion 
method, when a gross profit was recognised in a prior year, that amount has to 
be recognized as a loss, along with the currently projected loss on the contract. 
For example, if 5100,000 in gross profit was recognized in the prior year and 
the total loss on the contract is now projected to be S50,000, then the loss rec- 
ognized in the current year is 5150,000. The entry to record the loss is shown 
in Figure 1A-125. 

Figure 1A-125 Loss in Current Period Using Percentage-of-Completion Accounting 

Construction expense $1,000,000 

Construction in process (loss) $150,000 

Revenue from long-term contract $850,000 



• Completed-contract accounting. The completed-contract method simply rec- 
ognizes the total loss in the year it becomes evident, as shown in Figure 1A-126. 

Figure 1 A-126 Accounting Entry for Loss under Completed-Contract Accounting 

Loss from long-term contracts $50,000 

Construction in process (loss) $50,000 



Neither the balance in construction in process nor the balance in the bill- 
ings account can exceed the contract price. It the construction in process account 
exceeds the billings, the loss is deducted from the construction in process account 
and reported in a current liability account titled “estimated liability from long- 
term contracts.” 

Expense Recognition 



The matching principle states that expenses are either to be matched to the rev- 
enues they create as in matching cost of sales to sales, construction costs of rev- 
enue to constructions revenue, or gross profits in the installment sales method 
or to matched to the period to which they pertain. Matching to the period would 
include such expenses as advertising, promotion, research and development, inter- 
est, and utilities. 



Gains and Losses 



A gain is the excess of revenue over cost from a transaction that is outside the nor- 
mal course of business. Examples would be the gain from the sale of fixed assets or 
investments or the gain from early retirement of debt. A loss is the expiration of an 
asset without creating revenue. It occurs when there is an excess of cost over revenue 
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from a transaction outside the normal course of business. Examples would be a fire 
loss, loss on sale of fixed assets or investments, or the loss on early debt retirement. 
Gains and losses preferably are shown in other revenues, expenses, gains, and losses 
shown below operating income on the income statement. 

Comprehe nsive Incom e 

Comprehensive Income Information 

Comprehensive income is defined in FASB Concepts Statement No. 6 as “the change 
in equity [net assets] of a business enterprise during a period from transactions and 
other events and circumstances from non-owner sources. It includes all changes 
in equity during a period except those resulting from investments by owners and 
distributions to owners.” These changes result from the effects of exchange trans- 
actions, the entity’s productive efforts, price changes, and peripheral transactions. 

So, comprehensive income includes all revenues, expenses, gains, and losses 
that affect a business during the period, including both realized gains and losses 
that are included in net income and unrealized gains and losses that are reported 
outside of net income as elements of other comprehensive income. The main items 
of other comprehensive income are: 

• Unrealized gains and losses on investments in available-for-sale securities. 

• Unrealized gains and losses on certain derivative financial instruments. 

• Pension losses that result from the pension liability adjustment. 

• Certain foreign currency translation adjustments. 

Other Comprehensive Income 

Comprehensive income is the sum of net income and the items of other compre- 
hensive income. Per-share amounts are not reported for comprehensive income. 

Net income is closed to retained earnings and other comprehensive income 
is closed to accumulated other comprehensive income, so each is separately accu- 
mulated as a component of shareholders’ equity. To avoid double-counting when a 
gain or loss previously reported in other comprehensive income is later realized and 
reported in net income, a reclassification adjustment is required. This adjustment 
removes the effect of the gain or loss, once it has been realized, from accumulated 
other comprehensive income. 

Comprehensive income can be presented either on a combined income statement 
or on a separate income statement. These two presentations are illustrated next. 

• Combined statement of income and comprehensive income. A company- 
can choose to present traditional net income as a subtotal, followed by the 
items of other comprehensive income, with comprehensive income as the total. 
Although straightforward, this approach gives less prominence to net income, 
which some companies view as a disadvantage. Figure 1 A-127 illustrates a com- 
bined statement of income and comprehensive income. 
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Figure 1A-127 Combined Income Statement— Comprehensive Income 



Bounce Sporting Goods Company 
Statement of Income and Comprehensive Income 
For Year Ended December 31, Year 1 



Sales revenue 


51,120,000 


Cost of goods sold 


840.000 


Gross profit 


280,000 


Operating expenses 


126.000 


Net income 


154,000 


Unrealized holding gain, net of tax 


42.000 


Comprehensive income 


5196,000 



• Separate comprehensive income statement. The starting point tor this separate 
statement is net income, to which the items of other comprehensive income are 
added to arrive at the total comprehensive income. This presentation clarifies 
the relationship between net income and other comprehensive income. Figure 
1A-128 illustrates separate statements of income and comprehensive income. 

Figure 1 A-128 Separate Income Statement and Comprehensive Income Statement 



Bounce Sporting Goods Company Bounce Sporting Goods Company 

Income Statement Comprehensive Income Statement 

For Year Ended December 31, Year 1 For Year Ended December 31, Year 1 



Sales revenue 


$1,120,000 


Net income 


$154,000 


Cost of goods sold 


840.000 


Other comprehensive income 




Gross profit 


280,000 


Unrealized holding gain, net of tax 


42,900 


Operating expenses 


126.000 


Comprehensive income 


$196,000 


Net income 


$154,000 







Leases 



A lease is a contract between a lessor and a lessee in which the lessor gives the lessee 
the right to use the lessor’s property for a certain period of time in exchange for rent 
payments that are usually periodic in nature. The lessor retains the title to the property, 
so the form of a lease agreement is different from a sale. Nevertheless, sometimes the 
substance of the lease agreement is comparable to a sale, which is the case when the 
lease transfers substantially all of the risks and benefits of asset ownership to the lessee. 

From the perspective of the lessee, there are two types of leases: capital and 
operating. 

Capital Leases 

ASC Topic 840, Leases (formerly FASB Statement No. 13), lists four criteria used 
to determine whether a lease transfers substantially all of the risks and benefits of 
property ownership to the lessee. 
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A lease is capitalized by the lessee if it meets at least one of the following criteria: 

1. Transfer of title. The lease transfers title in the asset to the lessee at the end of 
the lease term. 

2. Bargain purchase option. The lease contains a bargain purchase option, which 
allows the lessee to purchase the property at a price that is significantly lower 
than its fair market value. 

3. 75% of useful life. The lease term is 75% or more of the remaining life of the 
property. 

4. 90% of net FV. The present value (PV) of the minimum lease payments is 
equal to 90% or more of the fair value (FV) of the property at the inception 
of the lease. 

If the lease qualifies as a capital lease, the lessee records both a leased asset 
and a lease liability on its balance sheet. The asset is measured based on the pres- 
ent value of the minimum lease payments (excluding any executory costs, such as 
insurance or maintenance) or the lower fair market value of the leased asset. The 
leased asset, which is reported with property, plant, and equipment, is depreciated 
(or amortized) by the lessee. Lease payments reduce the lease liability, or capital 
lease obligation. A capital lease obligation is the PV of future lease payments. The 
future cash payment can be divided into an interest expense portion and a reduc- 
tion in lease obligation portion (analogous to a principal payment for a regular 
loan). Interest expense is recorded on the liability using the effective rate method. 
(Therefore, the accounting is similar to that which would be applied if a company 
had purchased an asset by issuing a note payable.) 

For example, say that on January 1, Year 1, Acme Company (the lessee) leases 
a plastic extrusion machine worth $150,000 (fair value at inception) from Plastcon 
(the lessor). The noncancellable lease is for four years and includes annual lease 
payments of $41, 933.41 every January l starting at inception. The lease cannot be 
renewed, the equipment reverts back to the lessor at the end of the lease, and the 
equipment has no residual value due to an estimated economic lite of four years. 
In addition, the equipment is depreciated on a straight-line basis. Acmes incre- 
mental borrowing rate is 9% per year, and Plastcon has informed Acme that it has 
built in an 8% per year rate of return on this asset. If the lessee knows the lessor s 
actual rate, it should be used in calculations, but only if it is lower than the les- 
see’s incremental borrowing rate. Otherwise, the lessee’s incremental borrowing 
rate should be used. 

First, the four lease capitalization criteria must be tested to determine the 
proper accounting method: 

1. Transfer of title? No. The lease does not transfer ownership of the asset. 

2. Bargain purchase option? No. The lease does not contain a bargain purchase 
option. 

3. 75% of useful life? Yes. The four years of the lease divided by four years of use- 
ful life equals 100%. 
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4. 90% of net FV? Yes. $41,33.41 x PV of an annuity due of Si lor four periods at 
8% = $41,933.41 x 3.57710 (see Figure 1A-129) = $150,000.00. The FV at incep- 
tion is also $150,000. $150,000 PV payments/Sl 50,000 FV = 100% of net FV. 

Note that an annuity due presumes that payments are made at the beginning of 
a period instead of the end (Le., an ordinary annuity) and so uses different PV tables. 



Figure 1 A-129 Present Value of an Annuity Due of 1 



Present Value of an Annuity Due of 1 (PV - AD) ff = 


i 1 


(i + 1)~ 


i 


(/i) Periods 


8% 


9% 


10% 


1 


1.00000 


1.00000 


1.00000 


2 


1.92593 


1,91743 


1.90909 


3 


2.78326 


2.75911 


2.73554 


4 


3.57710 


3.53130 


3.48685 


5 


4.31213 


4.23972 


4.16986 


6 


4.99271 


4.88965 


4.79079 


7 


5.62288 


5.48592 


5.35526 


8 


6.20637 


6.03295 


5.86842 


9 


6.74664 


6.53482 


6.33493 


10 


7.24689 


6.99525 


6.75902 



Because at least one of the criteria was answered by a yes, this lease qualifies as a 
capital lease. Therefore, the entry on January 1, Year 1, is as shown in Figure 1 A-130. 

Figure 1A-130 Entry to Record a Capital Lease (January 1, Year 1) 

Leased equipment under capital leases $150,000.00 

Obligations under capital leases $108,066.59 

Cash $41,93141 

To record a capital lease at inception at the present value of future rental payments (for four periods at 8%; 
41,933 41 x [3.57710 - 1]* = $108,066.59) and to record a capital lease payment. 

‘ Amount reduced by 1 because the first payment is not being included in the PV calculations. 



The $41,933.41 payment has an interest portion and a reduction in lease obli- 
gation portion. 

Figure 1A-13I shows how the annuity due basis and the effective interest meth- 

w 4 

ods are used to determine the annual interest on the unpaid obligation and the 
resulting lease obligation. 
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Figure 1A-131 Lessee Perspective Lease Amortization Schedule on the Annuity Due Basis 



Acme Company Lease Amortization Schedule 



Date 


Annual Lease 
Payment 


Interest on Unpaid 
Obligation* 


Reduction of 
Lease Obligation 1 


Lease 

Obligation 


Inception 








$150,000.00 


1/1/Y1 


$41,933.41 


$0.00 


$41,933.41 


$108,066.59 


1/1/Y2 


$41,933.41 


$8,645.33 


$33,288.08 


$74,778.51 


1/1/Y3 


$41,933.41 


$5,982.28 


$35,951.13 


$38,827.38 


1/1/Y4 


$41,933.41 


$3.1Q6Q3’ 


$38,827.38 


$0.00 


Total 


$167,733.64 


S17.733.64 1 


$150,000.00 





*8% interest applied to remaining lease obligation at the end of the year,e.g., (0.08 x $108,066.59 = 
$8,645.33). Note that the first payment is on the date of inception so no interest has accrued. 

tReduction in lease obligation calculated as annual lease payment less interest on unpaid obligation. 
♦Interest reduced by 50.16 to account for rounding errors. 

Wote that $167,733.64 - 517,733.64 = $150,000.00. 

At the end of Year 1, Acme records its accrued interest as shown in Figure 
1A-132. 



Figure 1A-132 Entry to Record Accrued Interest (December 31, Year 1) 

Interest expense $8,645.33 

Interest payable $8,645.33 

To record accrued interest on a leased plastic extrusion 
machine 



Also at the end of Year 1, Acme records its straight-line depreciation as shown 
in Figure 1A-133. 

Figure 1A-133 Entry to Record Depreciation Expense (December 31, Year 1) 

Depreciation expense— Capital leases $37,500 

Accumulated depreciation— Capital leases $37500 

To record depreciation expense ($150,000 / 4 years = $37,500) 



Portions of leases due within one year are classified as current liabilities (e.g., 
$33,288.08 in Year 1, which is the amount due within the next year), and longer- 
term portions are classified as noncurrent or long-term liabilities ($74,778.51 in 
Year 1, for a total obligation of S108.066.59). On the December 31, Year 1, balance 
sheet, assets with capital leases are separately identified, and the current liabilities 
section would list interest payable at S8,645.33 and obligations under capital leases 
at $33,288.08. Noncurrent liabilities would list obligations under capital leases at 
$74,778.51. Figure 1A-134 shows a lease payment in a year with interest payable 
(Year 2). 
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Figure 1A-134 Entry to Record Lease Payment (January 1, Year 2} 



Interest payable 

Obligations under capital leases 
Cash 



$8,645.33 



$33,288.08 



$41,933.41 



To record a lease payment for a plastic extruder machine 



When the lease expires, the asset is returned to the lessor and the accumulated 
depreciation accounts and leased equipment accounts are removed from the books, 
as shown in Figure 1A-135. 

Figure 1A-135 Entry to Remove Leased Asset from Books {January 1, Year 5) 

Equipment $150,000 

Accumulated depreciation— Capital leases $150,000 

Leased equipment under capital leases $150,000 

Accumulated depreciation— Equipment $150,000 

To remove a leased asset from the books at the end of the lease 



Capital lease disclosures include gross amount by major class of assets under 
capital leases, future minimum payments for each of the next five years, includ- 
ing all of the separate categories of data shown in Figure 1A-135, information on 
noncancellable leases and contingent rentals, and depreciation on capital leases. 

Operating Leases 

Leases that do not meet the criteria for capitalization are recorded as operating leases. 
Operating leases are similar to ordinary rent. The expense accrues as time passes. 
Using the operating method, the liability for the rent expense accrues daily, and the 
rent is assigned to each period during which the firm benefited from using the asset. 
However, recognition of the expense or revenue generally is made on a straight-line 
basis over the lease term. Commitments to make future payments are not accounted 
for. If the asset from the prior example met none of the criteria for capitalization, then 
the payment would be recorded without any reference to the components making 
up the charge, as shown in Figure 1 A-136. If there is multiyear agreement of a mate- 
rial amount with an operating lease, then the payment schedule has to be disclosed. 

Figure 1A-136 Lessee's Entry to Record Rent Payment (January 1, Year 1) 

Rent expense $44,933.41 

Cash $44,933.41 

To record rent payment on a plastic extrusion machine 

Operating leases do not appear on the balance sheet. On the income statement, 
the lessee will report rental expense and the lessor will report rental revenue. If an 
operating lease has terms making it noncancellable for a year or more, this must be 
disclosed. 
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Lease Classifications from the Lessor's Perspective 

There are four possible lease classifications from the perspective of the lessor: 

1. Operating (discussed previously for both the lessor and the lessee) 

2. Sales type 

3. Direct financing 

4. Leveraged 

Referring to the four criteria for determining whether a lease is a capital lease, 
from the lessors perspective, if a lease meets any of these four criteria and both of 
the next criteria, then it is a sales-type, a direct financing, or a leveraged lease. These 
leases must have both of the next properties: 

♦ Collectibility of the minimum lease payments is reasonably predictable. 

• No important uncertainties exist related to unreimbursable costs the lessor 
may yet incur. 

The three nonoperating classifications depend on whether a profit or loss can 
be recognized due to issuance of the lease. In each of these three capital-type leases, 
the lessor removes the asset from the balance sheet and replaces it with a lease 
receivable (or net investment in the lease). The lessor will record interest revenue 
over the lease term. 

Sales-Type Leases 

Sales-type leases are transactions that are used as alternatives to a sale but are other- 
wise like a sale, such as leasing a new car from a dealership or re-leasing equipment 
when its prior lease is expiring. When the lessor is a manufacturer or dealer in the 
leased asset, the lease usually is a sales-type lease. In addition to interest revenue, 
the lessor also will recognize sales and cost of goods sold at the inception of the 
lease. Technically, a lease is considered a sales-type lease when the fair value (sales 
price) of the asset differs from the cost of the asset. The dilference between the two 
is the gross profit (or loss). Sales-type lease transactions involving real estate must 
transfer the title by the end of the lease term. 

Direct Financing Leases 

Direct financing leases are transactions that are used as a form of loan, where the 
cost of the asset is equal to the fair value of the asset (sales price). Therefore, other 
than interest revenue, the lessor does not realize a profit or loss on the transaction. 
Lessors are commonly banks that purchase the asset and lease it out. Borrowing 
funds using the property being purchased as collateral would accomplish the same 
result, with the exception that with a direct financing lease, the lessor keeps title 
to the assets. Direct financing leases can be used when a borrower cannot other- 
wise finance 100% of the asset, when there are tax benefits to doing so, or when the 
residual value on the asset plus the interest earned is more favorable than outright 
sale for the lessor. 
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Leveraged Leases 

Leveraged leases are a type of direct financing lease, but they have separate account- 
ing treatment because they involve three or more parties. In addition to the lessor 
and the lessee, a long-term creditor serves as an intermediary. Here the lessor is 
called the “equity participant” The long-term creditor must provide financing with- 
out recourse to the lessors general credit but can have recourse to the leased asset. 
A lease is not a leveraged lease unless the lessor has substantial financial leverage 
in the transaction. The behavior of a leveraged lease is that the net investment of 
the lessor will decline in early years and increase in later years. 



Pensions and Other Postretirement Benefits 



A pension plan provides benefits to employees after retirement based on services 
provided during the employees’ working years. The matching principle dictates 
that the costs of these benefits be reported during the periods when employees 
work to earn the benefits rather than when they are paid. The employer typically 
makes payments to a separate entity, the pension fund, to accumulate the assets to 
pay future benefits. Some plans are contributory, with both employees and employ- 
ers contributing to the pension fund. Other plans are noncontributory, or funded 
solely by the employer. Accounting for the sponsoring employer, rather than for the 
pension fund itself, is the topic discussed in this section. 

Two major types of pension plans are defined contribution plans and defined 
benefit plans. In a defined contribution plan, the amount the employer agrees to 
contribute to the pension fund each period is defined by a formula. The formula 
may be based on factors such as age, length of service, employer profits, and com- 
pensation. No promise is made regarding the amount of future benefits to be paid, 
so the risk of pension variability rests with the employees. An independent third- 
party trustee usually collects funds from the employer, safeguards the accumulated 
income in the trust, and deals with forfeitures of funds from early termination in 
a manner dictated by the employer. The trustees beneficiaries are the employees 
in the plan. 

In a defined benefit plan, the employer promises that a specific benefit amount 
will be paid during the retirement years. This payment is based on a formula that 
may take into account the number of years worked and the compensation level near 
retirement. Trustees for defined benefit plans safeguard and invest the employers 
contributed assets to build enough funds to pay the employer’s obligations. The 
employer retains ownership of the trust assets. Therefore, the trustee’s beneficiary 7 
for a defined benefit plan is the employer, not the employees. Employers are at risk 
with these tvpes of plans because they have to make up any shortfall if the amount 
accumulated in the pension fund is insufficient to make the defined benefit pay- 
ments. The present value of the promised payments is a pension liability*; the fact 
that this liability can be measured using several different approaches 'projected 
benefit obligation, accumulated benefit obligation, vested benefit obligation j further 
complicates the accounting. 
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Accounting for Defined Contribution Plans 

Accounting by the employer sponsoring a defined contribution plan is simple: 
Pension expense is recorded for the amount of the annual contribution to the plan, 
cash is credited for the amount paid into the pension fund, and, if necessary, an 
asset or liability is recorded for any difference. The employers cost is simply its 
minimum annual contribution. If the employer fails to make the full minimum 
contribution, a liability is created on the employers balance sheet for the differ- 
ence. If funds above the minimum are deposited, an asset is created on the balance 
sheet. Disclosures include a description of the plan with listings of covered employee 
groups, contribution formulas used, and any other significant matters that could 
affect comparability between periods. 



Accounting for Defined Benefit Plans 

Accounting for defined benefit plans is complex because the ultimate cost of the 
promised benefits can only be estimated during the working years. The employer 
measures pension expense in accordance with the provisions of ASC Topic 715, 
Compensation-Retirement Benefits (formerly FASB Statement No. 158). 

Pension expense is the sum of several components, including service cost (the 
increase in the pension liability resulting from employees providing one more year 
of service) and interest cost (the increase in the pension liability due to the pas- 
sage of time). Other components included in pension expense are the return on 
plan assets (FASB prescribes the ‘‘expected return”), amortization of prior service 
cost, and amortization of certain gains and losses (actuarial gains and losses). The 
employer debits pension expense for this total, credits cash for the amount con- 
tributed to the pension fund, and then records the difference as a liability (oi asset) 
account, accrued (or prepaid) pension cost. 

Additional adjustments may be required to recognize the funded status of the 
pension plan on the balance sheet. The funded status is equal to the difference 
between the projected benefit obligation (this is the highest level of pension obliga- 
tion associated with the pension plan) and the fair value of the pension plan asset. 
Typically three measures of liability are computed and disclosed in connection with 
an employers defined benefit pension plan. 

1. Vested benefit obligation. The vested benefit obligation measures the ben- 
efit obligation only for vested employees and only at current salary levels. 
Employees become fully vested after a specific number of years on the job. 

2. Accumulated benefit obligation. The accumulated benefit obligation uses 
current salary levels to determine the payment that would be required if the 
employee were to quit today but disregards whether employees are vested or 
nonvested. The accumulated benefit obligation measures the firm’s payment 
obligation as of the current time without considering additional years of service 
or anticipated salary increases. 

3. Projected benefit obligation. The projected benefit obligation measures the 
benefit obligation for vested and nonvested employees and makes a projection 

for future salary levels (i.e., basing the formula on projected final pay). This 
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method results in the highest estimates. The FASB recommends this method 
because it provides a more realistic measure of the employers obligation. As 
mentioned previously, it is the projected benefit obligation that is used in the 
funded status computation. 

In recognizing the funded status on the balance sheet, the employer will record 
an adjustment to other comprehensive income and the pension liability in order 
to account for any excess liability or asset not already recognized through pension 
expense. The discount rate used in the present value calculations has a significant 
influence on the projected pension obligation and so is required to be adjusted each 
measurement date to reflect current interest rates. Furthermore, actuaries include 
adjustments for deaths, withdrawals, early retirements, and disabilities in their 
present value calculations, technically making them actuarial present values. 

Pension Expense 

The annual payments made to a defined benefit plan are broken down into several 
components because of the need to match costs to the appropriate periods of benefit. 
The components are discussed next. 

• Service cost. According to ASC Topic 715, service cost equals the actuar- 
ial present value of the benefits attributed by the pension benefit formula to 
employee service during the period (e.g., attributed to the current increase in 
the projected benefit obligation). 

• Interest expense. Interest expense, or the interest on the pension liability, 
accrues on the projected benefit obligation outstanding for the period based 
on the settlement rate, which is an interest rate determined by actuaries that 
would effectively settle all projected benefit obligations if the plan were to be 
terminated (includes time value of money calculations). 

• Expected return on plan assets. The return on plan assets will decrease pen- 
sion expenses. The return is computed by using a market-related value of the 
plan assets multiplied by the expected return rate (as determined by actuaries). 
The expected return should be distinguished from the actual return, which is 
computed as follows: 

Actual Return = (Plan Assets [PA] Ending Balance - PA Beginning Balance) 

- (Contributions - Benefits Paid) 

• Amortization of unrecognized prior service cost. Prior service costs arise 
from plan amendments that provide retroactive benefits for completed employee 
work. These costs are allocated to pension expense to the future remaining ser- 
vice years of the affected employees. The unrecognized or unamortized prior 
services costs reside in other comprehensive income until amortized through 
the pension expense computation. 

• Amortization of actuarial gains or losses. Actuarial gains and losses arise 
from differences in the actual versus the expected return on plan assets. 
These gains or losses also can be caused by changes in the pension benefit 
obligation estimate or changes in the market value of the pension plan assets. 
Unamortized actuarial gains or losses also reside in other comprehensive 
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income until amortized through the pension expense computation. However, it 
should be noted that these gains or losses are not amortized unless they become 
‘‘significant.” Significance is determined by an approach called the “corridor” 
approach. Actuarial gains and losses are amortized only when they exceed the 
corridor (which is 10% of the greater of the projected benefit obligation or the 
fair market value of the pension plan assets). 

Disclosure of Pensions on the Balance sheet 

On the balance sheet, the funded status of the pension plan is presented. An under- 
funded pension plan (or one in which the projected benefit obligation exceeds the 
fair value of the pension plan assets) would be reflected as a liability (either current, 
noncurrent, or both). 

Any overfunded amount (one in which the fair value of the pension plan assets 
exceeds the projected benefit obligation) would appear as an asset on the balance 
sheet. Overfunded plans are presented as noncurrent assets. 

Pension Worksheet 

Because not all of the aspects of pension expense are tracked through normal 
journal entries, a pension worksheet tracks the annual pension expense, cash, and 
prepaid or accrued pension cost accounts from the general ledger against the unrec- 
ognized pension items: projected benefit obligation and plan assets. Figure 1 A-137 
shows an example of a pension worksheet using sample numbers and a 10% settle- 
ment rate. Note that the prepaid accrued pensions cost balance should equal the 
memo record s net balance. Note also that the debits and credits for both records 
are used as if they were one journal. (Each transaction has debits equal credits 
across the two records.) The contributions item refers to the employers current 
period contributions made to the pension plan, whereas the benefits refer to actual 
benefits disbursed to current retirees. The purpose of Figure 1 A-137 is to show the 
format of the pension worksheet; it does not illustrate the underlying computations. 



Figure 1 A-137 Pension Worksheet (in Thousands) 



Items 


General Journal Entries 


Memo Record 


Annual Pension 
Expense 


Cash 


Prepaid/ 
Accrued Cost 


Projected Benefit 
Obligation 


Plan Assets 


Balance, Jan 1, Year 1 






$0 


$200,000 Cr 


$200,000 Dr 


Service cost 


$16,000 Dr 






16,000 Cr 




Interest expense 


20,000 Dr 






20,000 Cr 




Returnon plan assets 


20,000 Cr* 








20,000 Dr 


Contributions 




$14,000 Cr 






14,000 Dr 


Benefits 








12,000 Dr 


12,000 Cr 


Journal entry for Year 1 


$16,000 Dr 


$14,000 Cr 


2,000 Cr 1 






Balance, Dec 31, Year 1 






$2,000 Cr* 


$224,000 Cr 


$222,000 Dr 



Note: Dr = debit, Cr = credit. 

‘Return on plan assets = ($222,000 - $200,000) - ($14,000 - $12,000) = $20,000. 

‘Cash less annual pension expense equals the prepaid/accrued cost: $14,000 - $16,000 = ($2,000). 

! Plan assets less projected benefit obligation equals the end-of-year balance in the prepaid/accrued cost: $222,000 - $224,000 = ($2,000). 
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The first paragraph in Figure 1A-138 discloses the types of pension plans the 
company has and who is eligible. The employer is required to make these disclo- 
sures (see the top half of the figure): projected benefit obligation, pension plan assets, 
unrecognized (unamortized) prior service costs, and unrecognized (unamortized) 
actuarial net gain or loss. These items are not otherwise recorded on the financial 
statements. In addition, this information (although not all inclusive) should be 
disclosed: 

• A schedule showing the components of pension expense 

• The funded status of the plan (the difference between the projected benefit 
obligation measure of the pension liability and the fair value of the plan 
assets) 

• A schedule showing the changes in the projected benefit obligation and the fair 
value of the plan assets during the year 

• The estimates used for the discount rate, plan asset return rate, and rate of 
compensation increases 

The final paragraph of the disclosures in Figure 1A-138 indicates the firm's 
actual and planned contributions. 



Deferred Income Taxes 



Because the IRS tax code has differences from GAAP (and there are many varia- 
tions within GAAP), the usual result is that pretax financial income will differ from 
taxable income. Pretax financial income (or income before taxes/income for book 
purposes) is the income derived for financial reporting under GAAP for use by the 
investment community. Taxable income is a term in the Internal Revenue Code 
(the tax code) denoting the base amount of net income (after all allowed deductions) 
that is used to calculate income tax payable. 



Temporary Differences 

Many of the differences between the two methods are actually temporary dif- 
ferences. A temporary difference is a differential between an asset or liability’s 
reported value (carrying or book) and its tax basis that will reverse itself in a 
later period, resulting in the same net tax being paid. For example, although 
GAAP uses full accrual accounting, the tax code allows the use of a modified 
cash basis for revenue recognition. This means that under GAAP, revenue gen- 
erally is recognized in earlier periods than under the tax code. Figure 1 A- 139 
shows how such a temporary difference in revenues can exist for a time due 
to differences in the timing of revenue recognition. The figure assumes a 40% 
tax rate and consistent revenues and expenses for GAAP reporting (for easier 
comparison). 
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Figure 1 A-139 Financial versus Tax Reporting 







Acme Company 




Year 1 


Year 2 


Year 3 


Total 


GAAP reporting 










Revenues 


$100,000 


$100,000 


SI 00,000 




Expenses 


$60,000 


$60,000 


$60,000 




Pretax hnancial income 


$40,000 


$40,000 


$40,000 


$120,000 


Income tax expense 


$16,000 


$16,000 


$16,000 


$48,000 


Tax reporting 










Revenues 


$70,000 


$110,000 


$120,000 




Expenses 


$60,000 


$60,000 


$60,000 




Taxable income 


$10,000 


$50,000 


$60,000 


$120,000 


Income tax payable 


$4,000 


$20,000 


$24,000 


$48,000 


Difference* 


$12,000 


($4,000) 


($8,000) 





•Difference = Tax Expense - Tax Payable. 



The temporary difference in Figure 1 A-139 is a deferred tax liability offset by 
the two future increases in tax payable. A deferred tax liability is a difference that 
results in paying less taxes now (the $12,000) compensated by paying higher taxes 
in future periods (the $4,000 and $8,000 differences). A deferred tax asset is a 
difference that results in paying higher taxes now and lower taxes later. 

Differences of these sorts result in needing to allocate tax between periods, 
called “interperiod tax allocation” Interperiod tax allocation refers to the alloca- 
tion of total income tax expense or benefit between continuing operations, discon- 
tinued operations, extraordinary items, and items charged or credited directly to 
shareholders’ equity between periods. It is needed when items are recorded in dif- 
ferent periods for tax accounting and financial reporting (or book) purposes. For 
example, a company might accrue warranty expense in the period that a product 
is sold under warranty for financial reporting purposes but deduct the repair costs 
for tax purposes when warranty service actually is provided. Or the revenue from 
an installment sale might be reported in the period of sale for financial report- 
ing purposes but reported as taxable income when cash is received. Under GAAP, 
the tax effects of these differences lead to the recording of deferred tax assets and 
liabilities. Stated a different way, deferred tax assets result when book-tax dif- 
ferences result in deductible amounts (like the warranty expense), and deferred 
tax liabilities result when book-tax differences result in taxable amounts (like the 
installment sales revenue). A deductible amount is an item that decreases tax- 
able income in future periods. A taxable amount is an item that increases taxable 
income in future periods. 

According to ASC Topic 740, Income Taxes (previously addressed in FASB 
Statement No. 109), under SFAS No. 109, deferred taxes are measured using the asset 
and liability method. This method measures the tax effects that arise when the carrv- 
ing amounts of assets and liabilities differ for financial reporting and tax purposes. 
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In Year 2, the book depreciation to date is $600 and the tax depreciation is 
$750, so this $150 difference results in an additional $60 deterred tax liability. The 
ending deferred tax liability is therefore $140. It taxable income is $7,000, income 
tax expense = ($140 - $80] + $2,800 = $2,860. A similar accounting entry to 
Figure 1 A-141 would be made crediting deferred tax liability by an additional $60. 
In Year 3, the book depreciation to date is $900 and the tax depreciation is $800, 
so this $100 difference x 40% = $40 taxable amount, and the end-of-year deferred 
tax liability will be $140 - $40 = $100. If taxable income is $8,000, income tax 
expense = ($100 - $140) + $3,200 = $3,160. Figure 1A-142 shows how the journal 
entry will partly reverse the amount in the deferred tax liability account. 

Figure 1A-142 Entry to Record Tax Expense 

Tax expense $3,160 

Deferred tax liability $ 40 

Tax payable $3,200 



Because the asset was being depreciated over a five-year life, in the fifth year, the 
difference would be completely reversed. Because the ability to realize the benefit 
of deferred tax assets is not a certainty, a valuation allowance is provided to reduce 
deferred tax assets to the extent that it is more likely than not— greater than 50% 
likelihood— that they will not be realized. 

Examples of temporary differences include where different methods are used for: 

• Installment sales method for taxes (cannot be used with GAAP). 

• Long-term construction contracts. 

• Depreciation. 

• Goodwill (amortization over 15 years under tax code; not amortized under 
GAAP). 

• Estimated costs such as warranty expense are not recorded until they actually 
occur under the tax code. 

• Prepaid income is part of taxable income when received for taxes but is a 
liability until earned under GAAP. 

• Accounting for investments uses the equity method for financial reporting and 
the cost method for taxes. 

• Net capital loss is recognized currently under GAAP; it is carried forward to 

offset future capital gains for taxes. 

• Deferred compensation accrues over employee’s employment period for GAAP 
but cannot be deducted until actually paid for taxes. 

• Accrued contingent liabilities cannot be deducted for taxes until they are fixed 
and determinable. 

• Excess charitable contributions can be carried over to future years for 
taxes. 

• Cash versus accrual basis: Taxes use modified cash; GAAP uses accrual 
accounting. 
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Permanent Differences 

A number of differences between GAAP and tax accounting will never be reversed 
because some items always affect one method but never another or vice versa. 

Examples of Permanent Differences 

The following are some examples of permanent differences. 

• Changes in effective tax rate. If the tax rates change, a portion of a temporary 
difference could become a permanent difference (e.g., if a 40% tax rate changes 
to a 35% tax rate, the 5% change would become a permanent difference because 
it would not need to be paid when the temporary difference reverses itself). 

• Deduction for dividends received. Dependent on ownership interest, some 
percentage of dividends received by a corporation are nontaxable but must be 
fully taxed under financial reporting. 

• Municipal interest income. 100% exclusion from taxes is allowed for qualified 
municipal securities (capital gains from the investment are taxable) but is not 
excluded from financial reporting. 

• Percentage depletion. Excess of percentage depletion over cost depletion is 
allowable as a deduction for taxes but not for financial reporting. 

• Government tax exemptions. Governments have passed laws that exempt 
certain revenues from taxation, permit special deductions above what is allowed 
by GAAP, or add special taxes on types of businesses to discourage their 
growth. To spur development in certain geographical areas, some local gov- 
ernments have created tax-free zones. In such situations, a company’s effective 
tax rate will differ from the statutory tax rate (used for financial reporting). 
The differential will become permanent. 

Permanent Difference Illustration 

The best way to illustrate a permanent difference is to show it alongside tempo- 
rary differences. This will help show how permanent differences are not included 
in a deferred tax liability or asset account. For example, say that Acme Company 
reported pretax financial income of $100,000 for Year 1, $110,000 for Year 2, and 
$120,000 for Year 3; has a 40% tax rate; and received municipal interest income of 
$20,000 in each of the three years, which is entirely tax deductible for taxes and not 
deductible for financial reporting. In addition, the company sells a $15,000 asset on 
an installment account, recognizing the entire sale in Year 1 for financial reporting, 
but it can recognize only a third of the amount per year for tax purposes. Figure 
1 A-143 shows how to calculate income taxes payable for each of the years. 
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Figure 1A-143 Calculating Income Taxes Payable with Temporary 
and Permanent Differences i 



Yearl Year 2 Year 3 



Pretax financial income 


$100,000 


$110,000 


$120,000 


Permanent difference 








Deductible expense 


($20,000) 


($20,000) 


($20,000) 


Temporary difference 








Installment sale* 


($10,000) 


$5,000 


$5,000 


Taxable income 


$70,000 


$95,000 


$105,000 


Income tax payable (40%) 


$28,000 


$38,000 


$42,000 



♦Installment sale in Year 1: ($15,000) recognized for book + $5,000 recognized for tax = ($10,000). 



To determine taxes payable from pretax financial income, deduct those dif- 
ferences that make pretax financial income greater than taxable income and add 
those differences that make pretax financial income less than taxable income. 
Therefore, the $15,000 asset sold on the books increases Year 1 income by this 
amount but for taxes only S3, 000 can be claimed, so the $10,000 difference is 
deducted because this is the amount by which pretax financial income exceeds 
taxable income for the temporary difference. Figure 1A-144 shows the journal 
entries for each of the three years and reflects how temporary differences require 
a deferred tax liability account but permanent differences simply are rolled into 
income tax payable and income tax expense. 



Figure 1 A-144 Acme Company Journal Entries for Income Taxes in Years 1, 2, and 3 



December 31, Year 1 






Income tax expense [$28,000 + ($10,000 x 40%)] 

Deferred tax liability ($10,000 x 40%) 

Income tax payable 
To record income payment of income taxes 

December 31, Year 2 


$32,000 


$ 4,000 
$28,000 


Income tax expense ($38,000 - ($5,000 x 40%)] 

Deferred tax liability ($5,000 x 40%) 

Income tax payable 
To record income payment of income taxes 

December 31, Year 3 


$36,000 
$ 2,000 


$38,000 


Income tax expense [542,000 — (S5.000 x 40%)] 
Deferred tax liability ($5,000 x 40%) 

Income tax payable 
To record income payment of income taxes 


$40,000 
$ 2,000 


$42,000 
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Although the statutory tax rate for each of these years remains 40%, the effec- 
tive tax rate differs. The effective tax rate formula and examples follow. 



Effective Tax Rate = 



Total Income Tax for Period 
Pretax Financial Income 



For Year 



$ 32,000 

$100,000 



= 32% 



For Year 2 = 



$36,000 

$110,000 



$ 40,000 

32.73% For Year 3 = : = 33.33% 

$120,000 



Financial Statement Impact 

Deferred tax amounts are separated on the balance sheet for financial reporting 
purposes into current and noncurrent amounts. Deferred tax balances that relate 
to a current asset or liability are classified as current, and deferred tax balances that 
relate to a noncurrent asset or liability are classified as noncurrent. For example, 
the deferred tax balance related to the depreciable asset in the last example would 
be classified as noncurrent because it relates to a plant asset. The net amount of any 
current deterred tax assets and liabilities is reported on the balance sheet, as is the 
net amount of any noncurrent deferred tax assets and liabilities. 

The notes to the financial statements should include a reconciliation of the stat- 
utory tax rate and the effective tax rate and disclosure of the components of the net 
deferred tax liability or asset recognized in the balance sheet. Figure 1 A- 145 shows 
an example of income tax disclosures. 



Figure 1A-145 Disclosure of Income Taxes 



Bounce Sporting Goods Company, International (in Millions) 


Note 13: Income Taxes 








U.S. and foreign income 


from continuing operations before income taxes: 








Year 3 


Year 2 


Year 1 


U.S. 


$1,401 


$1,489 


$1,402 


Foreign 


545 


m 


(55) 




$1,946 


$1,986 


$1,347 


Provision for income taxes on income from continuing operations: 






Current: Federal 


$066) 


$514 


$218 


Foreign 


230 


95 


119 


State 


40 


il 


.62 




104 


660 


329 


Deferred: Federal 


117 


20 


175 


Foreign 


3 


13 


(35) 


State 


2 


_Li 


J2) 




m 


44 


ns 




$233 


$704 


$537 




— — 


— 





{Continued} 
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Figure 1A-145 ( Continued ) 


Reconciliation of the U.S. federal statutory tax 


rate to our effective tax rate on 


continuing operations: 




U.S. federal statutory tax rate 


35.0% 


35.0% 


35 Q*k 


State income tax. net of federal tax benefit 


1.7 


2.1 


3.0 


Effect of lower taxes on foreign results 


(3.0) 


(5.6) 


44 


Settlement of prior years' audit issues 


(5.6) 


(1-9) 


dfi 


Guatemala settlement 


(21.4) 


— 


— 


Effect of unusual impairment and other items 


3.3 


2.3 


96 


Other, net 


21 


21 


o.6; 


Effective tax rate on continuing operations 


12.5% 


35.4% 


39.8% 



Deferred taxes are recorded to give recognition to temporary differences between the tax bases of assets or liabilities 
and their reported amounts in the financial statements. We record the tax effect of the temporary differences as 
deferred tax assets or deferred tax liabilities. Deferred tax assets generally represent items that can be used as a 
tax deduction or credit in future years. Deferred tax liabilities generally represent items that we have taken a tax 
deduction for but have not yet recorded in the income statement. 



Deferred tax liabilities (assets): 



Intangible assets other than nondeductible goodwill 


$1,242 


$1,172 


Property, plant, and equipment 


572 


430 


Safe harbor leases 


94 


99 


Zero-coupon notes 


68 


72 


Other 


407 


m 


Gross deferred tax liabilities 


2.383 


2.061 


Net operating loss carryforwards 


(483) 


(447) 


Postretirement benefits 


(212) 


(212) 


Various current liabilities 


(604) 


(439) 


Gross deferred tax assets 


(1.299) 


(1098) 


Deferred tax assets valuation allowance 


422 


324 


Net deferred tax assets 


(807) 


(704) 


Net deferred tax liabilities 


$ 1 ,576 


$1,357 


Included in: 






Prepaid expenses, deferred income taxes, and other current 


$(148) 


$(102) 


assets 






Deferred income taxes 


1.724 


1432 




$1,576 


$1,357 



Deferred tax liabilities are not recognized for temporary differences related to investments in foreign subsidiaries and 
in unconsolidated foreign affiliates that are essentially permanent in duration. It would not be practical to determine 
the amount of any such deferred tax liabilities. 

Net operating losses of S2.3 billion at year-end Year 3 were carried forward and are available to reduce future taxable 
income of certain subsidiaries in a number of foreign and state jurisdictions. These net operating losses will expire as 
follows: S83 million in Year 4, $2/1 billion between Year 5 and Year 17; $173 million may be carried forward indefinitely. 
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Stock Options 



As discussed earlier, a stock option gives selected employees or directors the right to 
buy common stock at a set exercise price over a specified period of time. The objec- 
tive of employee stock options is to encourage employees to take an ownership stake 
in improving the company. Stock options also help retain key employees; provide 
deferred, long-term compensation that maximizes the employee s after-tax benefits; 
and help tie employee and company performance to compensation. 

Key terms for stock options include: 

• Grant date— The date on which the employee receives the options; on the grant 
date, the exercise price and the market price of the stock should be the same 
(but may not be). 

• Vesting date— A date after which the options are allowed to be exercised with- 
out any contingent clause of continued employment. 

• Service period— The period of time between the grant date and the vesting date 
during which the employee must continue working for the company (unless 
otherwise specified). 

• Exercise price— A price for the stock that is set on the grant date; it is the 
price the executive will pay for the stock if he or she exercises the options and 
buys the stock. If the stock price eventually rises above the exercise price, the 
employee can profit by purchasing shares at the exercise price and selling them 
at the higher market price. 

Stock options can have an effect on the dilution of ownership of a company. 
Although a stock option is similar to issuing new shares of stock, issuing stock 
options does not require a company to give current shareholders first right of pur- 
chase as is done for normal issuances of new stock. Therefore, current shareholders 
may experience a drop in their percentage of ownership if large amounts of stock 
options are issued. 

Accounting Issues 

ASC Topic 718, Compensation— Stock Compensation , requires firms to recog- 
nize compensation expense based on the fair market value of the stock options 
expected to vest on the grant date. Determining expense using the fair value 
method is ideally performed by using actual market prices (market-observed) 
for the stock options. However, usually this is not available because employee 
stock options lack exchangeability. Therefore, fair value often is based on use of 
an option pricing model (e.g., the Black-Scholes model or binomial lattice model) 
that determines the fair value of the company (and thus its stock). Black-Scholes 
is a closed-form fair value model originally intended to value stocks on the public 
market (rather than stock options), which incorporate little variables. Therefore, 
companies now use models such as the binomial lattice model, which provides 
the flexibility to include or exclude variables as fits the situation. This model 
is complex but has become easier to apply as sophisticated computer software has 
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evolved. ASC Topic 718 recommends use oflattice models, as they are more sen- 
sitive to the differences found in stock options. 

The fair value method recognizes that there are three aspects to the value ot a 
stock option: the intrinsic value (the difference between the stock price at the grant 
date and the current market price), the time value of money (investors can invest 
funds elsewhere while waiting to exercise the options), and the time value of the 
underlying stock’s volatility (the employee may profit from appreciation of under- 
lying stock but risks only the option premium, not the full value of the stock). This 
means that even if the intrinsic value is zero, the total of the other two items likely 
will show that the option provides some amount of compensation and must be so 
accounted for. Base data to calculate these three items includes the exercise price 
of the option, expected dividends, expected volatility of the price of the underly- 
ing share, risk-free interest rates for the term of the option, the current price of the 
underlying share, and the expected term of the option (including contractual term, 
vesting, and postvesting employee termination behaviors). 

Once the fair value of the company has been determined and applied to the 
value of the stock options on the grant date, increases or decreases in the stock price 
do not cause adjustments in the value of the option. The expense is recognized in 
income over the service period, during which the employee provides services in 
exchange for the options. 

Financial Statement Impact 

Note disclosures related to stock options include the following: 

• The method of estimating the fair value of goods or services received or the fair 
value of the equity instruments granted during the period. 

• The cash flow effects from share-based payments. 

• Vesting requirements, maximum term of options granted, and number of 
shares authorized for grants of options or other equity instruments. 

• The number and weighted-average exercise prices of each group of options. 

• The weighted-average grant-date fair value of options granted during the year, 
classified according to whether the exercise prices equals, exceeds, or is less 
than the fair value of the stock at the date of grant. 

• A description of methods used and assumptions made in determining the fair 
values of the options. 

• Total compensation cost recognized for the year. 

Backdating is the practice of setting the exercise price on a date when the stock 
was relatively low. Required disclosures for stock options also include any backdat- 
ing, which, while currently legal, must receive the permission of directors and be 
consistent with company policy and must provide full disclosure to investors and 
reduce earnings by the amount of the added costs. Backdating has been abused by 
many firms, such as by timing the announcement of news that will likely raise their 
stock price to just after stock options have been issued or by not properly reducing 
earnings when the backdating occurs. The SEC has forced numerous companies to 
restate their earnings and is well aware of this issue. 
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Expiration and Adjustment 

If stock options expire without being exercised, no adjustment is made to 
compensation expense. However, if the employee fails to meet the necessary obli- 
gations under the agreement, compensation expense must be adjusted as a change 
in estimate to decrease compensation expense. 



Discontinued Operations 



A discontinued operation is a common type of irregular item reported on the 
income statement. When a segment is being disposed of, these operations become 
discontinued. The results of operations of a component of an entity that has 
been sold during the year or is being held for sale would be reported under dis- 
continued operations net of taxes or benefit, as would losses or gains related 
to sale or impairment of the asset. Operations that are to be discontinued are 
transferred from the held-and-used category to the held-for-sale category on the 
balance sheet, which may result in gains or losses reported under discontinued 
operations. 



Accounting Issues 

ASC Topic 205, Presentation of Financial Statements (as previously addressed in 
FASB Statement No. 144), defines the accounting and disclosure provisions for 
discontinued operations. A discontinued operation is defined as a “component of an 
entity” that can be distinguished by its own cash flows and operations. To qualify 
as a discontinued operation, it is expected that, after disposition, the operations and 
cash flows of the component will no longer affect ongoing operations, and there 
will be no significant continuing involvement with the component disposed of. The 
component may be a segment of a business, a reporting unit, or an asset group, but 
it should have clearly distinguishable operations and cash flows. 

If the component is considered impaired, a loss is recognized and the carrying 
value is written down to fair value less cost to sell. Subsequently, gains may be rec- 
ognized based on increases in fair value less cost to sell— but not in excess of the 
total loss previously recognized. At the date of sale, any gain or loss not previously 
recognized would be recorded. 

When a company decides to discontinue an operation, the date of this decision 
becomes the decision date. On or alter the decision date, the operation is officially 
classified as held for sale. When the operation is officially disposed of, this becomes 
the disposal date. 

Calculating the Ggain or Loss on Disposal 

Two basic amounts must be known to calculate the gain or loss on operations: the 
loss or gain from operations of the discontinued operation (net of tax) and the loss 
or gain on disposal of the discontinued operation. The total of these amounts equals 
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the loss or gain on the discontinued operatiqn. The loss from operations is calcu- 
lated by summing these items: 

• The difference between the carrying value of the operations at the beginning of 
the year and the carrying value after GAAP adjustments are made to bring the 
operation up to the date it was classified as held for sale. Excluding long-lived 
assets, the carrying value of assets and liabilities must be adjusted according 
to GAAP. These adjustments are excluded from the gain or loss on disposal 
because they are included in the gain or loss from operations of the discon- 
tinued operation. GAAP adjustments include depreciation, amortization, and 
adjustment ofvaluation accounts. For example, the valuation allowance for bad 
debts on accounts receivable may need to be adjusted to reflect the probabilities 
of collection when the asset is classified as held for sale. 

• Losses from operations from the beginning of the year until the date it was 
reclassified as held for sale (includes GAAP adjustments). 

• Losses from operations from when it was classified as held for sale until sold 
or until the end of the year if not sold (i.e., subsequent to GAAP adjustments). 

The gain or loss on disposal is determined by comparing the carrying value of 
the operation to the fair value less selling costs. The formula for the loss (gain) on 
disposal is shown next. 

Loss (Gain) on Disposal = (Carrying Value — GAAP Adjustments) 

- (Fair Value - Selling Costs) 

“GAAP adjustments” refer to the adjustments mentioned in the first bullet on 
the previous page. 

The first step in calculating a gain or loss on disposal of an operation is to deter- 
mine the costs to sell the asset. These costs are deducted from the fair value of the 
asset. Incremental direct costs of transacting the sale (those costs that arise directly 
from the decision to sell) include: 

• Brokers’ commissions and other selling fees. 

• Fees for fair value assessment of operation. 

• Legal fees. 

• Title transfer fees. 

• Closing costs. 

The next step in calculating the gain or loss on the disposal of an operation is to 
calculate the carrying value of the operation. This should include capitalization of 
interest and other costs. With certain exceptions, all material costs that were needed 
to get the asset ready for its initial use, including any interest costs from financing 
the asset, should be capitalized to show a more accurate initial investment cost. 

Once the carrying value of the operation is determined, the fair value of the 
operation is assessed by an actuary. If the total carrying amount is greater than 
the fair value less these costs, then a loss on disposal is recognized in the period 
in which che asset is classified as held for sale. If the opposite is true and there is a 
gain on disposal, it is not recognized until the period of actual sale. 
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Financial Statement Impact 

The results of discontinued operations, less applicable income taxes (benefit), are 
reported as a separate component of income before extraordinary items (if appli- 
cable). The gain or loss on disposal instead may be disclosed in the notes to the 
financial statements. Figure 1A-H6 illustrates the presentation of discontinued 
operations on the income statement. 

Figure 1A-146 Income Statement— Discontinued Operations 

Income from continuing operations $8,000,000 

Discontinued operations 

Loss from operation of discontinued x division (net of tax) $1 20,000 

Loss from disposal of x division (net of tax) $200,000 $320,000 

Net income $ 7,680,000 



Future-Period Adjustments 

Future losses from the end of the fiscal year until the anticipated date of sale would 
be dealt with in the periods in which these losses occur in the same way they are 
accounted for in the prior discussion. In addition, amounts reported in discontin- 
ued operations may need to be adjusted in later periods by classifying them sepa- 
rately in discontinued operations for the current period. (The nature and amount 
of adjustments should be disclosed.) 



Extraordinary Items 



An extraordinary item is another type of irregular item reported on the income 
statement. To qualify as an extraordinary item, an event or transaction must have 
an unusual nature, occur infrequently, and be outside management control, taking 
into account the environment in which the entity operates. Such events typically 
are unrelated to the normal activities of the entity and are not expected to reoc- 
cur in the foreseeable future. So, for example, damage from a hurricane would be 
considered extraordinary only if it occurred in a part of the country where such 
damage was a rare occurrence. 



Accounting Issues 

Because restrictive criteria are applied in determining whether an item is consid- 
ered extraordinary, a number of unusual or infrequent items are not reported as 
extraordinary items but are included in income from continuing operations. 



Financial Statement Impact 

Extraordinary items are listed net of taxes on a separate line of the income state- 
ment below income from continuing operations. 
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Accounting Changes and Error Corrections 

Financial statements must reflect the results of: 

» Changes in accounting principle. 

• Changes in estimates. 

• Changes in reporting entities. 

• Error corrections. 

Changes in accounting principle occur as a result of new rules issued by the 
FASB or because management has elected to change from one GAAP method to 
another GAAP method, where a choice is allowed. An example would be a com- 
pany changing from the weighted average cost method tor valuing inventory to the 
FIFO method. Note that changing from a cash-based method to a GAAP method 
is not considered a change in accounting principle as the cash-based method is not 
GAAP. This type of change would be considered an error correction (further dis- 
cussed below) and would be treated as such. Further note that a change in deprecia- 
tion method (e.g., changing from the straight-line method to the double-declining 
balance method) is not considered a change in accounting principle. Instead, it is 
considered a ‘change in accounting estimate effected by a change in principle.” 
It is, therefore, treated as a change in estimate and accounted for in a similar man- 
ner as a change in estimate (further discussed below). 

Changes in estimate involve the change in an estimated financial statement 
amount based on new information or experience. This might include, for instance, 
changing the bad debt percentage of sales estimate from 2% to 3% or changing the 
useful life of an asset from five to seven years. 

Changes in reporting entities include changes that result in the financial state- 
ments representing a different entity. Some examples include presenting consoli- 
dated statements in place of individual statements, a change in subsidiaries, or a 
change in the use of the equity method for an investment. 

A correction of an error occurs when a material error is made in a prior period’s 
financial statements and requires an adjustment to restate the financial statements 
so that, cumulatively, they reflect an accurate retained earnings balance. 



Accounting Issues and Impact 

Under ASC Topic 250, Accounting Changes and Error Corrections (formerly covered 
in FASB Statement No. 154), changes in accounting principle require retrospec- 
tive application. This approach requires the reporting of the cumulative effect of 
the impact on the carrying amounts of assets and liabilities (as if the new method 
had been used all along) with an offsetting adjustment to the opening balance of 
retained earnings as of the beginning of the first period presented. 

Changes in estimates require prospective application, meaning that the finan- 
cial statements are not restated but rather the change is reported in the current 
period and in future periods only. 
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Changes in reporting entities also require retrospective application similar to 
changes in accounting principle. Prior-period financial statements are reflected 
to show the financial information for the new reporting entity as if they entity had 
existed in that form all along. Cumulative earnings differences are reported through 
beginning retained earnings as of the beginning of the first period presented. 

Errors made that affect the income or loss reporting in prior periods are cor- 
rected by adjusting the beginning balance of retained earnings. When financial 
statements of prior years are being reported on a comparative basis, they are restated 
to correct amounts. The effect of the error on earlier periods is presented as an 
adjustment of beginning retained earnings for the earliest period presented. 



Business Combinations 



ASC Topic 805, Business Combinations , states that a business combination is a trans- 
action or other event in which an acquirer obtains control of one or more businesses. 
This is often accomplished when an entity (the acquirer) acquires the net assets that 
constitute a business or acquires the equity interests of one or more other entities 
and obtains controls over that entity or entities (the acquiree(s)). 

Accounting Issues 

The purchase method of accounting for business combinations is required under 
GAAP; the former pooling-of-interests method is no longer acceptable for new 
business acquisitions. However, if an entity is using the pooling-of-interests method 
for a former acquiree company, the entity may continue to do so. In the purchase 
method, the acquiring company allocates the acquisition purchase price to all tan- 
gible and identifiable intangible assets acquired and to liabilities assumed, based on 
their fair values. Any excess of the purchase price over the fair value of the under- 
lying assets and liabilities is accounted for as goodwill. If the fair value of the net 
assets acquired exceeds the purchase price, then that negative difference is reported 
immediately through the income statement as a gain on the business acquisition. 

In most cases, the entity to be considered the acquirer in a business combina- 
tion is evident. The larger entity or the one that issues its equity is normally the 
acquirer. Business combinations of entities under common control were not affected 
by ASC Topic 805 guidance, so a method similar to the pooling-of-interests method 
is used. Common control exists when an individual, a direct family member, or a 
group of shareholders owns over 50% of the voting interests in each entity in the 
combination. 

Financial Statement Impact 

The notes to the financial statements would include disclosure of the name and a 
brief discussion of the entity acquired; the percentage interest acquired; the cost 
of the acquisition, including the number of shares, if any, issued to complete the 
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transaction; the primary reason for the acquisition; and the period tor which the 
results of operations of the acquired entity are Included in the consolidated finan- 
cial statements. Disclosure also is required of a summarized balance sheet of the 
acquired company, identifying the values allocated to each of the assets and liabili- 
ties. Specific disclosure is required of acquired intangible assets, both those that 
are subject to amortization and those that are not, as well as goodwill arising from 
the transaction, which should be broken down by the business segments to which 
it relates. 



Consolidated Financial Statements 



Consolidated financial statements are statements presenting the financial posi- 
tion and results of operations of a parent company and its subsidiaries as if the 
aggregate were a single entity with divisions. Consolidated financial statements 
are considered to be the most useful statements of the entity for shareholders and 
creditors of the entity. A combined financial statement is the same as a consoli- 
dated financial statement except that it consolidates the statements of legally sepa- 
rate entities related by common ownership. Consolidated and combined financial 
statements differ in the presentation of the equity section, where the legal status 
of the entities dictates the information displayed. 



Accounting Issues 

As required by ASC Topic 810, Consolidation (previously covered under FASB 
Statement No. 94), all companies with subsidiaries are required to issue consoli- 
dated statements, which should include each subsidiary they control. (Usually con- 
trol is implied by a 50% or more ownership; however, control also can be exerted 
in other ways.) The limited exceptions that remain allowing the nonconsolidation 
of majority-owned subsidiaries principally relate to the absence of control over the 
subsidiary due to legal or other restrictions. 

Financial Statement Impact 

To create a consolidated financial statement, first the assets, liabilities, assets, rev- 
enue, and expenses of each formerly separate company are combined. Second, any 
intercompany transactions and balances are eliminated. Finally, the consolidated 
statements are issued. Intercompany transactions and balances are transactions 
and balances that appear on the books of both companies, such as the investment 
account, which contains the investment made to acquire the company iand any 
previous partial acquisitions) as well as the related stockholders' equity for the 
subsidiary. An eliminating entry is a workpaper entry (not an accounting entry) 
used to cancel the effects of intercompany transactions and therefore avoid double- 
counting of the net assets. The elimination substitutes the subsidiary’s net assets tor 
the investment account. In addition to eliminating entries, adjusting entries also 
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occur. An adjusting entry is an entry to correct errors or to account for entries that 
were made by one party but not the other. 

All of the primary financial statements— balance sheet, income statement, 
statement of cash flows, and statement of stockholders 1 equity— must be prepared 
on a consolidated basis, as such information is essential to an understanding of 
financial position and operating results of the entity by its stakeholders. 

To begin the process of consolidating the financial statements, first deter- 
mine the percentage of stock that has been acquired in the subsidiary if less than 
100%. Second, if there is any purchase differential, or a difference between the 
purchase price and the book value of the acquisition, then this amount is allo- 
cated to adjust the underlying assets/liabilities of the acquisition. The percent- 
age acquired times the net assets or of the equity of the acquisition equals the 
book value. When cost is greater than book value, the net assets will be adjusted 
upward (or vice versa). 

For example, assume that Acme Company acquired 75% of Beta Company’s 
stock for a cash payment of $330,000 (7,500 of 10,000 shares). The initial journal 
entry by Acme would record a debit of $330,000 to investment in Beta Company 
with a corresponding credit to cash. The book value of the firm is $400,000. Any 
difference between the cost and the book value would need to be allocated to specific 
accounts. When the cost is greater than the book value, some asset accounts would 
need to be increased in value (or vice versa). The accounts that can be increased are 
those that have a historical cost that is greater than the market value. Such accounts 
can be increased but not to the point where they exceed market value. (Any excess 
is marked as goodwill.) Therefore, in this example, we assume that the property and 
equipment account and the land account will each be allocated 50% of the excess 
of cost over book value. Figure 1 A- 147 shows how to determine if there is a differ- 
ence between the cost and book value. 

Figure 1 A-147 Calculating Difference between Cost and Book Value 



and Allocating the Difference 

Cost of investment (purchase price) $330,000 

Book value of equity acquired (75% x $400,000) $300,000 

Difference: cost greater than (less than) book value $ 30,0 00 

Adjust property and equipment upward* (50% x $30,000) ($15,000) 

Adjust land upward* (50% x $30,000) ($15,000) 

Balance $_0 

*To mark toward market 



Figure 1A-148 shows how a workpaper is used to determine the necessary 
eliminations. 
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Figure 1 A-148 Consolidated Balance Sheet Workpaper 



Consolidated Balance Sheet Workpaper 
Acme Company and Wholly Owned Subsidiary 
January 1, Year 1 (Date of acquisition) 





Acme Co. 


Beta Co. 


Eliminations 
(workpaper only, 
not journal entries) 


Noncontrolling 

Interest 


Consolidated 

Balances 


Debit 


Credit 


Cash 


$170,000 


$100,000 








$270,000 


Other current assets 


700,000 


250,000 








950,000 


Plant and equipment 


600,000 


200,000 


$15,000’ 






815,000 


Land 


200,000 


100,000 


15,000’ 






315,000 


Investments in Beta Co. 


330,000 






$330,000* 






Difference between cost 






30,000* 


$30,000 r 




i 


and book value 














Total assets 


$2,000,000 


$650,000 








$2,350,000 


Liabilities 


300,000 


250,000 








550,000 


Common stock 














Acme Co. 


1,000,000 










1,000,000 


Beta Co. 




250,000 


187,500* 




$62,500* 




Other contributed capital 














Acme Co. 


200,000 










200,000 


Beta Co. 




50,000 


37,500* 




12,500* 




Retained earnings 














Acme Co. 


500,000 










500,000 


Beta Co. 




100,000 


75,000* 




25,000* 




Noncontrolling interest 










$100,000 


100,000 


Total liabilities 


$2,000,000 


$650,000 


$360,000 


$360,000 




$2,350,000 


and equity 















•To eliminate investments in Beta Co: common stock = $250,000 x 0.75 = $187,500 owned, $62,500 not owned; other contributed 
capital = $50,000 x 0.75 = $37,500 owned, $12,500 not owned; retained earnings » $100,000 x 0.75 = $75,000 owned, $25,000 not 
owned; difference between cost and book value = $30,000. 

To distribute the difference between cost and book value ($30,000 x 50% to plant and equipment, x 50% to land). 



Note also in Figure 1 A-148 that assets and liabilities are summed to find the 
consolidated amounts (after factoring in eliminating entriesj.The fair value markups 
made to account for the difference between cost and book value would be amortized 
over the useful lives of the assets selected. 

In the subsequent periods, the fair value markups would be amortized over 
the remaining life of the underlying assets. Similarly, intercompany transactions 
in the subsequent years will have to be reversed. Discussion of these topics is 
beyond the scope of the current text. 
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Derivatives 



A derivative is a type of financial instrument or contract that generally requires 
no or minimal initial investment and permits net settlement. A derivative derives 
its value from changes in a benchmark known as an underlying, such as mortgage 
rates, commodity prices, exchange rates, interest rates, or indexes. Changes in the 
benchmark are measured based on a notional amount, or unit measure of currency, 
bushels, shares, and so on. 

Derivative contracts include forwards, futures, swaps, and options. The stock 
options and warrants discussed earlier are a common type of derivative instru- 
ment. The market value of a stock option is derived from the value of the underly- 
ing stock that can be purchased at an established price. Derivative contracts should 
have terms that permit net settlement. 

Derivatives might be purchased for speculative purposes. But they often are 
used to hedge, or offset, risks involved in other transactions. For example, the option 
to purchase a quantity of oil at a set price in the future can offset the risk of oil price 
variability. Therefore, derivatives are similar to insurance, because the mitigation 
of risk comes with a price. That price includes not only the cost of the derivative 
but the reduction of the potential for gain on favorable price changes for the item 
being hedged. 

Accounting Issues 

ASC Topic 815, Derivatives and Hedging (formerly addressed in FASB Statements 
No. 133 and 138), governs accounting for derivatives and hedging transactions. 
This authoritative literature requires that all derivative instruments be recog- 
nized at fair value in the balance sheet as assets or liabilities, depending on 
their nature. 

How changes in the fair value (i.e., gains or losses) of a derivative are accounted 
for depends on whether the derivative instrument has been designated as, and qual- 
ifies as part of, a hedging relationship and the nature of the hedge. 

• No hedging designation. When a derivative is held for speculative purposes, 
the gain or loss is recognized currently in earnings. 

• Fair-value hedge. A fair-value hedge is used to offset the exposure to changes 
in the value of an asset, liability, or firm commitment (like a purchase commit- 
ment). The gain or loss on the hedging instrument as well as the offsetting loss 
or gain on the hedged item are recognized currently in earnings in the same 
accounting period. 

• Cash flow hedge. A cash flow hedge is used to offset the exposure to variabil- 
ity in future cash flows from an anticipated transaction (such as an anticipated 
purchase of inventory). Gains and losses on cash flow hedges are reported in 
other comprehensive income and then reclassified into earnings when the fore- 
casted transaction affects earnings. 
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• Foreign currency hedge. Gains or losses on a derivative instrument or non- 

derivative financial instrument designated and qualifying as a foreign currency- 

hedging instrument are accounted for as follows: 

• The gain or loss on a hedge of a foreign-currency-denominated firm com- 
mitment and the offsetting loss or gain on the firm commitment hedged is 
recognized currently in earnings. 

• The gain or loss on a hedge of an available-for-sale security and the offset- 
ting loss or gain on the hedged security is recognized currently in earnings. 

• The effective portion of the gain or loss on a hedge of a forecasted foreign- 
currency-denominated transaction is reported as a component of other 
comprehensive income and reclassified into earnings in the same period or 
periods during which the hedged forecasted transaction affects earnings. The 
remaining gain or loss on the hedging instrument is recognized currently 
in earnings. 

• The gain or loss on a hedge of a net investment in a foreign operation is 
reported in other comprehensive income as part of the cumulative transla- 
tion adjustment to the extent that it is effective as a hedge, and any remaining 
gain or loss is recorded in earnings currently. 

Financial Statement Impact 

Disclosure for derivatives includes the objectives for holding or issuing the instru- 
ments (speculative or hedging), the context needed to understand the objectives, 
and the firms strategy for achieving those objectives. Fair- value hedges, cash flow 
hedges, and other types of derivatives should be distinguished. The company’s risk 
management policy should be described, as should the items or transactions tor 
which risks are hedged. Disclosure of the gain or loss recognized in earnings is also 
required. 

The requirements of ASC 815, Derivatives and Hedging (formerly SFAS No. 133) 
are complicated, and a clear understanding of hedging strategies is necessary to 
ensure that the appropriate accounting is made for an entity’s transactions in this area. 



Segment Reporting 

Diversified entities and entities that grow by purchasing other entities are becom- 
ing ever more common, and readers of financial statements need more information 
on the components of such diversified entities in order to get a realistic picture of 
how each component contributes to the risk, profitability, and growth of the entity. 

Some corporations object to releasing segment information, fearing that the 
information will be misinterpreted or used by competitors and unions. However, 
the FASB and the SEC feel that not reporting segment information leaves investors 
with an incomplete picture of a company’s operating performance. ASC Topic 280, 
Segment Reporting (formerly FASB Statement No. 131'. requires that the manage- 
ment approach be used to report financial information. The management approach 
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requires that entities report information on a single basis of segmentation— the 
basis that is used by management in making capital allocation decisions, such as 
product line or geographic region. 



Operating Segment 

The operating segment is the basic division that requires disaggregated reporting. 

Any component of an entity that meets the following criteria is considered an 
operating segment: 

• The component has separate revenues and expenses earned from business 
activities. 

• A chief decision maker for the entity reviews the component’s activities and 
decides how to allocate funds to the component. 

• An internal reporting system tracks individual financial data for the segment. 

• The component is materially significant enough to warrant disclosure, as 
defined by at least one of the following: 

• Revenue is at least 10% of the revenue for the entire entity. 

• The absolute value of its profit or loss is at least 10% of the absolute value of 
the greater of either the total operating profit of all segments reporting a profit 
or the total loss of all segments reporting a loss. 

• Segment assets are at least 10% of the total assets of the entity. 

Results of two or more segments may be aggregated provided that they share 
similar characteristics, in that they: 

• Make the same products or services. 

• Use the same production process. 

• Share the same type of customers. 

• Use similar methods of distribution. 

• Share the same regulatory environment. 



Required Segment Reporting 

A maximum of ten segments would be identified, and the identified segments 
should account for at least 75% of the total sales to external customers. Allocation 
of common or corporate costs for financial reporting is not required. 

ASC Topic 280 requires disclosure of general information about operating seg- 
ments, segment assets, and segment income statement information, including sales 
(both internal and external), interest revenue and expense, tax expense, deprecia- 
tion and amortization, and unusual and extraordinary items. Other required dis- 
closures relate to operating results for different geographic areas (when segments are 
not defined on this basis) and information about major customers. Reconciliation of 
segment revenue, income, and assets to financial statement totals for those amounts 
is also required. 
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Differences in Financial Results: IFJIS versus GAAP 



The International Accounting Standards Board (IASB) was established in 2001 
as part of the International Accounting Standards Committee Foundation. The 
IASB is responsible for the approval of IFRS and related documents. One of 
the primary objectives of the IASB is to bring about convergence between the 
national accounting standards and IFRS. Toward that end, the IASB has been 
working closely with the FASB to harmonize the international standards with 
U.S. GAAP. 

The IASB’s objective is to require like transactions and events to be accounted 
for and reported in a like way and unlike transactions and events to be accounted 
for and reported differently, both within an entity and among entities across 
industries and geographical boundaries. To that effect, the IASB considers those 
events where there is disparity or choice in accounting treatments with the objec- 
tive of reducing the number of these choices or all alternative treatments for simi- 
lar transactions or events. The next discussion covers some common financial 
statement elements that have been covered in this section, for which the IFRS 
Standards are different from U.S. GAAP. Candidates for the CMA exam are 
urged to review the current pronouncements from the IASB and FASB by visit- 
ing their respective Web sites (www.iasb.org and www.tasb.org) in preparation 
for the exam. 

A listing of International Accounting Standards (IASs) and a comparison of 
IFRS and U.S. GAAP is provided next, with additional discussions after. 



Topic 


IFRS 


U.S. GAAP 


IAS 


Revenue recognition, 


Revenue recognized when risks 


Revenue recognized when 


IAS No. 18, 


with respect to the sale 
of goods 


and rewards of ownership have 
been transferred, buyer has 
control of the goods, revenues 
can be measured reliably, and it is 
probable that economic benefits 
will flow to the company. 


delivery has occurred, risks and 
rewards of ownership have been 
transferred, there is persuasive 
evidence of a sale, the fee is 
determinable, and collectability 
is reasonably assured. 


Revenue 


Revenue recognition, 


Considered a financing agreement; 


Discounting to present value 


IAS No. 18, 


with respect to deferred 
receipts 


discount all future receipts at an 
imputed interest rate. 


required in limited situations. 


Revenue 


Revenue recognition, 


Percentage-of-completion method 


Percentage-of-completion 


IAS No. 18, 


with respect to 
construction contracts 


is allowed if specific criteria 
are met; otherwise, revenue is 
recognized using recoverable costs 
incurred. The completed contract 
method is prohibited. 


method is allowed if specific 
criteria are met; otherwise, use 
completed contract method. 


Revenue 


Expense recognition, 


Compensation cost is recognized 


Compensation cost can be 


IAS No. 19, 


with respect to share- 
based payments and 
employee benefits 


on an accelerated basis. 


recognized on a straight-line 
basis or over an accelerated basis. 


Employee 

Benefits 

IFRS No. 2, 



Share-Based 

Payment 
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Topic 


IFRS 


U.S. GAAP 


IAS 


Intangible assets, with 
respect to development 
costs and revaluation 


Development costs may be 
capitalized; revaluation permitted if 
the asset trades in an active market. 


Generally, development costs are 
expensed as incurred; revaluation 
is prohibited. 


IAS No. 38, 
Intangible Assets 


Inventories, with respect 
to costing methods 


LIFO is prohibited. 


LIFO is permitted. 


IAS No. 2, 
Inventories 


Inventories, with respect 
to valuation 


Inventory is carried at the lower of 
cost or net realizable value. 


Inventory is carried at the lower 
of cost or market. 


IAS No. 2, 
Inventories 


Inventories, with respect 
to write-downs 


Previous write-downs of inventory 
can be reversed if the impairment 
no longer exists. 


Any write-downs of inventory 
become the new cost basis and 
cannot be reversed. 


IAS No. 2, 
Inventories 


Leases, with respect 
to leases of land and 
buildings 


Land and building are considered 
separate units. 


Land and building generally are 
accounted for as a single unit 
unless the land is more than 
25% of the total fair value of the 
leased property. 


IAS No. 17, 
Leases 


Long-lived assets, with 
respect to revaluation, 
depreciation, and 
capitalization of 
borrowing costs 


Long-lived assets are recorded at 
historical cost or a revalued amount 
(fair value). 


Long-lived assets are recorded 
at historical cost. Revaluation is 
prohibited. 


IAS No. 16, 
Property, Plant , 
and Equipment 


Impairment of 
assets, with respect 
to determination, 
calculation, and reversal 
of loss 


Impairment is recorded when an 
asset's carrying amount exceeds 
the discounted present value of the 
asset's expected future cash flows 
and fair value less costs to sell. 


Impairment is recorded when an 
asset's carrying amount exceeds 
the expected future cash flows 
on an undiscounted basis. 


IAS No. 36. 
Impairment of 
Assets 


Financial statement 
presentation, with 
respect to extraordinary 
items and changes in 
equity 


Extraordinary items are prohibited. 
Changes in equity presented in 
a separate statement, disclosed 
in notes, or a part of a single 
combined statement. 


Extraordinary items are restricted 
to items that are unusual and 
infrequent. Changes in equity 
are presented in a footnote or 
separate statement. 


IAS No. 36, 
Impairment of 
Assets 



Revenue and Expense Recognition 

As mentioned previously, the IASB is currently finalizing a joint project with FASB 
to develop a joint Standard for revenue recognition that will replace the existing 
Standards both internationally as well as in the United States. The Standard is 
expected to be issued in 2014, and candidates are urged to obtain up-to-date infor- 
mation from either IASB Web site (www.iasb.org) or FASB Web site (www.fasb.org) 
prior to taking the exam. 

U.S. GAAP currently has numerous industry-specific standards relating to rev- 
enue recognition. Thus, it is possible that these different standards can produce 
conflicting results for similar economic transactions. The new Standard should 
remove inconsistencies and weaknesses in existing revenue recognition standards 
and practices and provide a more robust framework to address revenue recognition 
issues, thereby improving comparability of revenue across companies, industries, 
and geographical boundaries. 
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IFRS states that revenue recognition should be based on a contract with a 
customer— that is, revenue from that contractual arrangement should be recog- 
nized when it satisfies the performance obligations mentioned in the contract. 
Satisfying a performance obligation increases a company's net contract position. 
Usually a company satisfies a performance obligation only when it has transferred 
the good or service to the customer. This typically occurs when the customer 
takes physical possession of the good. However, in some situations, the transfer 
may be for multiple goods or services or is undertaken over a period of time. In 
such situations, revenue should be recognized as each promised good or service 
is delivered to the customer. 

One of the primary areas that will be significantly affected by the new Standard 
is long-term (or multiyear) contracts. Currently, and as addressed earlier in this 
topic, U.S. GAAP allows for two methods for revenue recognition: percentage of 
completion and completed contract. Under the proposed Standard, the completed 
contract method could be used only for very stringent contracts between the firm 
and its customer on long-term contracts. Effectively, this would substantially reduce 
the use of the completed-contract method and increase the use of the percentage- 
of-completion method for long-term contracts. 



Intangibles 

IAS No. 38, Intangible Assets, prescribes accounting treatment for intangible assets 
and specifies how to measure the carrying amount and the required disclosures. 

The Standard identifies intangible assets as items that are capable of being sepa- 
rated or divided from the entity and sold, transferred, licensed, rented, or exchanged 
either individually or together with a related contract. An intangible asset also must 
arise from contractual or other legal rights. In order for a firm to recognize an item 
as an intangible asset, it has to have control over the asset and be able to obtain the 
future economic benefit arising from that asset. 

The IAS recognizes the capitalization of subsequent expenditure on in-process 
research and development projects provided these conditions are met: 

• The technical feasibility of completing the project has been established. 

• The firm has demonstrated the ability to use or sell the intangible. 

• The firm intends to complete the project. 

• Adequate technical, financial, and other resources are available to complete the 
development of the product. 

• The expenditure attributable to the asset during its development can be reli- 
ably measured. 

This set of criteria is more restrictive than that of U.S. GAAP, which primarily 
requires establishment of technical feasibility prior to capitalization of R&D costs. 



Inventory 

LAS No. 2, Inventories , prescribes accounting treatment for inventories. The primary 
issue in accounting for inventories is the amount of cost to be recognized as an asset 
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and carried forward until the related revenues are recognized. Guidance is provided 
on determination of cost and its subsequent recognition as an expense. 

The Standard requires that "cost of inventories that are not ordinarily inter- 
changeable and goods or services produced and segregated for specific projects 
shall be assigned by using specific identification of their individual costs.” Hie stan- 
dards of specific identification are to be used when items are segregated for spe- 
cific projects. When specific identification cannot be used, the cost of inventories 
“shall be assigned using either the first-in, first-out (FIFO) or weighted average cost 
formulas” The Standard does not permit the use of last-in, first-out (LIFO) method 
and in that respect differs from U.S. GAAP. 



Leases 

The current approach in both IFRS and U.S. GAAP is based on the assumption that 
finance leases (capital leases), unlike operating leases, are similar to the purchase of 
the underlying asset that is financed by a loan and therefore should be recognized 
as such. However, the structuring of lease arrangements as operating leases leads 
to comparability problems and is one of the techniques commonly used to attain 
off-balance sheet financing. Many believe that operating leases also give rise to 
assets and liabilities and should be recognized as such on the financial statement. 

IAS No. 17, Leases , prescribes the appropriate accounting treatment for both the 
lessee and the lessor. A new Standard on lease accounting (proposed by the IASB) 
could affect any entity that leases items as a lessee. Accounting would change sig- 
nificantly for leases that are now classified as operating leases. Entities that lease 
assets under capital leases also would have to change the manner in which assets 
and liabilities are measured. 

While still under discussion and not finalized, the IASB $ position on lease 
accounting is that lease contracts create assets and liabilities that should be recog- 
nized as such on the financial statements of lessees. The IASB believes that through 
a rental/lease agreement, the lessee obtains the right of using the property and, 
therefore, should recognize it as an asset. Similarly, it also undertakes an obli- 
gation to pay the rental payments on a periodic basis, which should be recog- 
nized as a liability. If adopted, this Standard would be significantly different from 
what is permitted under U.S. GAAP for operating leases. Candidates for the CMA 
exam are urged to visit the IASB Web site at www.iasb.org for the most up-to-date 
information. 



Property, Plant, and Equipment 

IAS No. 16, Property \ Plant , and Equipment , prescribes the accounting treatment for 
PPE and the related accounting for depreciation charges and impairment losses. It 
defines PPE as tangible items that are held for use in production or supply of goods 
or services and are expected to be used for more than one accounting period. Its 
recognition criteria are similar to U.S. GAAP in that it has to meet two conditions: 
future economic benefit and the cost can be measured reliablv. 
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The Standard is specific on costs that can be capitalized as assets and those 
that have to be excluded. For example, an estimate of the costs o t dismantling and 
removing the item can be capitalized at inception. Similarly, costs attributable to 
transporting the asset to the location have to be capitalized. Costs that cannot be 
capitalized as part of PPE include costs of opening a new facility and costs ot con- 
ducting business at a new location. 

The Standard allows the choice of either the cost model or the revaluation 
method for valuing PPE subsequent to initial acquisition. 

• The cost method recognizes the value ot PPE at its cost less accumulated 
depreciation. 

• The revaluation method requires periodic estimation of the fair value, and the 
asset is carried at the fair value less any accumulated depreciation from the 
date of remeasurement. 

Note the difference: In the cost method, the accumulated depreciation is from 
the date of purchase; in the revaluation method, it is from the date of remeasurement. 

The Standard allows for a variety of depreciation methods to be used to allo- 
cate the cost of the asset over its useful life. These methods include the straight-line 
method, the diminishing balance method, and the units of production method. 

Impairment 

IAS No. 36 , Impairment of Assets, provides guidance on determining the timing and 
amount of recognition of impairment of long-term assets. It explains the process 
of review for impairment, determination of the recoverable amount of asset, and 
when a firm should recognize (or reverse the recognition of) an impairment loss. 

Procedures are prescribed to ensure that an entity carries its assets at no more 
than their recoverable amount. An asset is carried at more than its recoverable 
amount if its carrying value exceeds the amount to be recovered through use or 
sale of the asset. In these situations, the asset is described as impaired, and the IFRS 
requires the entity to recognize an impairment loss. The Standard also specifies 
when an entity should reverse an impairment loss. This is a departure from U.S. 
GAAP, in that GAAP is silent on reversals of impairment. 
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O Knowledge Check: Recognition, Measurement, 
Valuation, and Disclosure 



The next questions are intended to help you check your understanding of the mate- 
rial presented in this topic. They do not represent the type of questions that appear 
on the CMA exam. 



Directions: Answer each question in the space provided. Correct answers and 
section references appear after the knowledge check questions. 

Match the following types of receivables with their definitions. 



1 . 



Current receivables a. Receivable evidenced by a writ- 
ten promise to pay on a particular 
date 



2 . 



Noncurrent receivables b. Interest or dividends receivable 



3. Accounts receivable 



4. Notes receivable 



5. Nontrade receivables 



c. Receivables expected to be col- 
lected within a year or the operat- 
ing cycle, whichever is longer 

d. Informal customer promises to 
pay for goods sold on credit in 
the ordinary course of business 

e. Receivables expected to be col- 
lected after one year or the oper- 
ating cycle, whichever is longer 



6. If inventory prices have been rising, which cost flow assumption would a firm 
choose in order to maximize its inventory value and its net income if it sells 
a high volume of inexpensive items? 

□ a. LIFO 

□ b. FIFO 

□ c. Average cost 

□ d. Specific identification 

7. Trading securities should be valued at 

□ a, historical cost. 

□ b. market value. 

□ c. present value. 

□ d. net realizable value. 

8. Which of the following costs should not be included in inventory valuation? 

□ a. Manufacturing overhead costs 

□ b. Cash discounts 

Z c. Shipping costs (freight-in) 

Z d. Interest costs related to inventory preparation 
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9. Which of the following methods of measuring depreciation would be based 

on units produced? ** 

□ a. Decreasing charge method 

□ b. Declining balance method 

□ c. Activity method 

□ d. Straight-line method 

10. A loss contingency should be recorded if it is 

□ a. probable that a liability has been incurred and the loss can be rea- 

sonably estimated. 

□ b. reasonably possible that a liability has been incurred and the loss 

can be reasonably estimated. 

□ c. probable that a liability has been incurred and the amount of the 

loss is reliably documented. 

□ d, reasonably possible that a liability has been incurred and the 

amount of the loss is reliably documented. 
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Q Knowledge Check Answers: Recognition, 
Measurement, Valuation, and Disclosure 



1. _L_ Current receivables [See Types of Receivables.] 

2. _e_ Noncurrent receivables [See Types of Receivables.] 

3. d Accounts receivable [See Types of Receivables.] 

4. _§_ Notes receivable [See Types of Receivables.] 

5. b Nontrade receivables [See Types of Receivables.] 

6. If inventory prices have been rising, which cost flow assumption would a firm 
choose in order to maximize its inventory value and its net income if it sells 
a high volume of inexpensive items? [See Cost Flow Assumptions.] 

□ a, LIFO 
0 b. FIFO 

□ c. Average cost 

□ d. Specific identification 

7. Trading securities should be valued at [See Types of Receivables.] 

□ a. historical cost. 

0 b. market value. 

□ c. present value. 

□ d. net realizable value. 

8. Which of the following costs should not be included in inventory valuation? 
[See What Costs to Include in Inventory.] 

□ a. Manufacturing overhead costs 

□ b. Cash discounts 

□ c. Shipping costs (freight-in) 

0 d. Interest costs related to inventory preparation 

9. Which of the following methods of measuring depreciation would be based 
on units produced? [See Activity Method.] 

□ a. Decreasing charge method 
C b. Declining balance method 
0 c. Activity method 

□ d. Straight-line method 
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10. A loss contingency should be recorded if it is [See Contingent Liabilities and 
Commitments.] ** 

12 a. probable that a liability has been incurred and the loss can be rea- 
sonably estimated. 

□ b. reasonably possible that a liability has been incurred and the loss 

can be reasonably estimated. 

□ c. probable that a liability has been incurred and the amount of the 

loss is reliably documented. 

□ d. reasonably possible that a liability has been incurred and the 

amount of the loss is reliably documented. 



8 Practice Questions: 

External Financial Reporting Decisions 

” i 



Directions: This sampling of questions is designed to emulate actual exam ques- 
tions. Read each question and write your response on another sheet of paper. 
Use the answer and explanation (given later in the book) to assess your response. 
Validate or improve the answer you wrote. Fora more robust selection of practice 
questions, access the Online Test Bank at www.wileycma.com. See the “Answers 
to Section Practice Questions" section at the end of this book. 

Question 1A1-W001 
Topic: Financial Statements 

The multistep income statement, with additional income statement items, for 
Harrington Technologies Inc. is shown next. 



Net sales 


$2,000,000 


Less: Cost of goods sold 


890,000 


Gross profit 


1,110,000 


Less: Transportation and travel 


45,000 


Depreciation 


68,000 


Pension contributions 


21,000 


Operating income 


976,000 


Less: Discontinued operations 


76,000 


Income before taxes 


900,000 


Less: Tax expense @ 30% 


270,000 


Net Income 


$630,000 



Glen Hamilton, a financial analyst, analyzed the company’s financial statements 
and concluded that the real net income should be $683,200 instead of $630,000. 
Which of the following arguments is most likely to support his conclusion? 

□ a. $53,200 due from a client was written off as irrecoverable after the 

• finalization of accounts for the current period. 

□ b. The company valued its inventory using the specific identification 

method, whereas the financial analyst used the LIFO method for 
the current period. 

□ c. The company might have liquidated its LIFO reserve. 

□ d. The company has included expenses irrrelation to discontinued 

operations as part of income from continued operations. 
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Question 1A1-W002 

S 

Topic: Financial Statements 

The current ratio for Garrett Inc. for the previous five years is as follows. 

Yearl Year 2 Year 3 Year 4 YearS 

* Current Ratio 5 4.5 4.9 1.2 4.2 

Which of the following factor is the most likely reason for the low current ratio 
in Year 4? 

□ a. Materials were purchased on credit in Year 4 for which payment is 

due. 

□ b. Long-term debts were due for repayment in Year 4. 

□ c. The company reduced its credit period in Year 4. 

□ d. Working capital in Year 4 decreased due to an increase in accounts 

payable. 

Question 1A1-W003 
Topic: Financial Statements 

The cash flows and net income from four business segments for Taylor Laboratories 
Inc. have been provided. 





Segment 1 


Segment 2 


Segment 3 


Segment 4 


Cash flow from operations 


$3,000 


$(250) 


$(3,000) 


$2,000 


Cash flow from investing activities 


(4,000) 


6,000 


8,000 


(3,000) 


Cash flow from financing activities 


1,080 


(1,000) 


(1,000) 


1,080 


Net income 


1,500 


1,750 


2,375 


1,500 



Based on the information, which segment should be discontinued by the 
company? 

□ a. Segment 3, because cash used in operations is high and cash 

inflow is predominantly from investing activities. 

□ b. Segment 1, because net income is lowest and requires high 

investments. 

□ c. Segment 4, because net income and cash inflow from operations 

are low. 

□ d. Segment 2, because cash used in operations is low and cash flow 

from investing activities is not properly utilized. 
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Question 1A1-W004 
Topic Financial Statements 

The cash flow from operations for Charlene Energy Inc. is $25,000 for the current 
year. If the amortization expense increases by $5,000 and other factors remain 
same, under which of the following assumptions will the cash flow from opera- 
tions remain unaffected? 

□ a. A change in amortization method will not have a retrospective 

effect. 

□ b. The company has an infinite life. 

□ c. The company is operating in a tax-free environment. 

□ d. The company can change the depreciation method in between a 

financial year. 

Question 1A1-W005 
Topic: Financial Statements 

The following information is extracted from the latest financial information of 
Hines Materials Inc. 



Additional information: 

1 . The tax rate for the coming year is expected to increase by 2%. 

2. The company is planning to purchase equipment worth $500,000 in the 
first quarter of next year. 

3. 15% increase in capacity is expected with the use of new equipment. 

Considering the given factors, which of the following would be an ideal strategy 
to decrease the tax liability for the next year? 

□ a. Defer the purchase of equipment to next year to take advantage of 

tax-loss carryforward. 

□ b. Depreciate the asset using the double-declining balance method 

to show higher cash flows from operations in initial years. 

□ c. Prepare the cash flow statement using the direct method to show 

lower cash from operations and lower net income. 

□ d. Defer the purchase of equipment to next year if a deferred tax lia- 

bility can be reasonably estimated. „ 



Tax rate 
Net Income 

Cash flow from operations 



30% 

$15,000 

$45,000 
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Question 1A1-W006 
Topic: Financial Statements 

The financial accountant of Eva Wolfe Corp. has ascertained the cash flows from 
operations as follows: 



The company's management accountant argues that the cash flow from opera- 
tions should be $8,500. Which of the following statements, if true, will support 
the management accountant's calculation? 

□ a. The company operates in a tax-free environment. 

□ b. The company uses IFRS to ascertain cash flow from operations. 

□ c. Cash flow from operations is ascertained using the direct method. 

□ d. Depreciation on equipment should not be added back to net 



Question 1A1-W007 
Topic: Financial Statements 

The management of Arthur Energy recognized a contingent liability of $50,000 
in the current year. However, before the annual report was issued, the company 
resolved the issue, making a lump-sum payment of $42,000. The board of direc- 
tors has decided to incorporate the transaction in the subsequent year's financial 
statements. Which of the following provisions of US GAAP, if applicable, is likely 
to prove the management decision wrong? 

□ a. Loss contingencies must be recognized when it is both probable 



□ b. Whenever GAAP or industry-specific regulations allow a choice 

between two or more accounting methods, the method selected 
should be disclosed. 

□ c. If an event alters the estimates used in preparing the financial 

statements, then the financial statements should be adjusted. 

□ d. If an event provides additional evidence about conditions that 

existed as of the balance sheet date and alters the estimates used, 
then the financial statements should be adjusted. 



Increases in current assets 
Increases in current liabilities 
Cash flow from operations 



Net income 

Depreciation on equipment 
Dividend income 
Interest income 



$ 15,000 

2,500 

2.500 

5.000 

8.000 

6.500 
$ 16,000 



income for calculating cash flows from operations. 




that a loss has been incurred and the amount of the loss is reason- 
ably estimable. 
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Question 1A1-W008 
Topic: Financial Statements 

Shelton Devin Corp. has two subsidiaries, of which 30% of ownership in each 
subsidiary lies with Shelton Devin. The CEO of the company is not in favor of 
presenting consolidated financial statements. Based on the information, which 
of the following is most likely true? 

□ a. The decision of the CEO is correct, as companies are required 

to issue consolidated statements only when the ownership 
exceeds 50%. 

□ b. The decision of the CEO is wrong, as companies are required to 

issue consolidated statements when the ownership exceeds 20%. 

□ c. The decision of the CEO is wrong, as companies are required to 

issue consolidated statements only if a company holds more than 
ten subsidiaries. 

□ d. The decision of the CEO is correct, as companies are required to 

issue consolidated statements when a company has three or more 
subsidiaries. 

Question 1A2-W001 

Topic: Recognition, Measurement, Valuation, and Disclosure 

An extract of the footnotes of McGee Systems Inc., with ten subsidiaries across 
five countries, reads as follows: 

The company uses the temporal method for translation of subsidiary 
accounts. All nonmonetary balances and the expenses associated 
with them have been translated using historical exchange rates. 

Monetary assets and liabilities and other assets and liabilities measured 
at current values have been translated at the current exchange rate 
on the balance sheet date. Income statement accounts, other than 
nonmonetary accounts, have been translated using the historical 
exchange rate. 

The company's CFO did not approve the financial statements, stating that the 
accounting policies followed are not in line with US GAAP. Which of the follow- 
ing statements support the CEO's decision? 

□ a. Income statement accounts should be translated based on the cur- 

rent exchange rate on the balance sheet date. 

□ b. Income statement accounts, other than nonmonetary accounts, 

should be translated based on the average rate for the current year. 

□ c. All assets and liabilities should be translated using the average rate 

for the current year. 

□ d. All assets and liabilities should be translated based on the spot rate 

for the current year. 
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Question 1A2-W002 

r 

Topic: Recognition, Measurement, Valuation, and Disclosure 

Claire Enterprises has $150,000 in accounts receivable at the end of Year 1, and it 
estimates its bad debts to be 5% of the receivables. Hence, the accountant reports 
$7,500 as bad debts and the net realizable value as $142,500. Under which of 
the following circumstances will the amount of bad debts reported most likely 
reduce? 

□ a. If the company shortens the credit period allowed. 

□ b. If the company lengthens the credit period allowed. 

□ c. If the allowance for doubtful accounts has a credit balance of 

$1,500. 

□ d. If the allowance for doubtful accounts has a debit balance of 

$1,500. 

Question 1A2-W003 

Topic: Recognition, Measurement, Valuation, and Disclosure 

The latest financial statements of Darlene Properties show 140,000 outstanding 
shares, par value $10. The current market value per share is $25. At the beginning 
of current year, the company reacquired 10,000 shares at $4 per share. The com- 
pany follows the cost method for the accounting of treasury stock. The current 
year's books of accounts show the value of outstanding shares as follows: 

Common stock, $10 par $1,400,000 

Less: Treasury stock 100,000 

Net common stock, $10 par $1,300,000 

The company's CFO did not approve the financial statements. The most likely 
reason for CFO's disapproval is that: 

□ a. The treasury stock is incorrectly valued based on par value, instead 

of valuing at the acquisition price. 

□ b. The treasury stock is incorrectly valued based on par value, instead 

of valuing at the current market rate. 

□ c. The par value of the treasury stock should be presented as a 

deduction from par value of issued shares of the same class 

□ d. The treasury stock should be reported as an asset. 
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Question 1A2-W004 

Topic: Recognition, Measurement, Valuation, and Disclosure 

Rogers Electronics is planning to make a market in the company's stock. The com- 
pany's CFO suggests the reacquisition of shares. Which of the following is most 
likely to happen if the CFO's suggestion is implemented? 

□ a. The risk of takeovers by competitors will increase. 

□ b. This will hinder exercise of employee stock options. 

□ c. The stock price will increase. 

□ d. This could serve as an indication of the company's negative out- 

look about its future performance. 

Question 1A2-W005 

Topic: Recognition, Measurement, Valuation, and Disclosure 

AWS Inc. is engaged in the construction of rail tracks. The CEO suggests allocat- 
ing insurance, property taxes, and supervisory factory labor to construction. But 
the management accountant opines that a proportional amount of such indirect 
costs should be allocated to the rail tracks. Which of the following, if true, will 
support the management accountant's argument? 

□ a. The indirect costs were allocated to the extent of the difference 

between net realizable value and carrying value. 

□ b. The indirect costs were allocated to the extent of proportionate 

completion. 

□ c. The costs incurred on the rail tracks were in excess of their market 

value. 

□ d. The indirect costs were not capitalized to the rail tracks. 

Question 1A2-W006 

Topic: Recognition, Measurement, Valuation, and Disclosure 

Calvin Software has invested in the equity stock of BioTech Corp. Its holdings con- 
sist of 35% of the voting stock. The CFO suggests acquiring more stock of BioTech. 
Based on the information, which of the following will be true? 

□ a. Additional acquisitions beyond 15% will require Calvin Software to 

issue consolidated financial statements. 

□ b. Calvin’s total value will decrease as incidental costs of acquisition 

must be subtracted when holdings exceed 35%. 

□ c. The circumstances leading to the decision to acquire additional 

shares shall be disclosed in the .notes to the financial statements. 

□ d. Any additional acquisition of assets up to 20% should be classified 

as held to maturity. 
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Question 1A2-W007 

Topic: Recognition, Measurement, Valuation, and Disclosure 

Warner Machines missed recording purchases worth $10,000 in the current 
year's income statement. While finalizing the financial statements, the compa- 
ny's accountant detected the error and partially corrected it. Under which of the 
following situations will the company report lower than actual net income? 

□ a. If the accountant has reduced cash by $10,000 

□ b. If the accountant has added the missing purchases worth only 

$1 0,000 to the cost of goods sold 

□ c. If the accountant has increased accounts payable only by $10,000 

□ d. If the accountant has reduced inventory by $10,000 

Question 1A2-W008 

Topic: Recognition, Measurement, Valuation, and Disclosure 

Sandra Bellucci, a financial analyst, is analyzing inventory of companies from four 
different industries: consumer goods, sports goods manufacturers, electronics, 
and aircraft manufacturers. Assuming the inventory valuation methods reflect 
the actual flow of inventory and the inventory includes only finished goods, 
which of the following industries will most likely have zero UFO reserve? 

□ a. Consumer goods 

□ b. Sports goods manufacturers 

□ c. Electronics 

□ d. Aircraft manufacturers 







To further assess your understanding of the concepts and calculations cov- 
ered in Part 1, Section A: External Financial Reporting Decisions, practice 
with the Online Test Bank for this section. REMINDER: See the "Answers to 
Section Practice Questions" section at the end of this book. 
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SECTION B 



Planning, Budgeting, 
and Forecasting 



H ow do some companies become great successes while others flounder? Successful 
companies have a strategy that is based on accurate information from both 
external and internal sources. They match their internal strengths to the best exter- 
nal opportunities available. But a good strategy is not enough. Companies need to 
convert an overall strategy into action. This is the purpose of a budget. A budget 
is a detailed plan for executing both long-term and short-term goals. A successful 
budget not only provides cost controls but also makes sure that day-to-day opera- 
tions take the company where it wants to be in the future. 

This section covers strategic planning as well as basic budgeting concepts and 
forecasting techniques that provide the assumptions on which budgets are based. 
It discusses various budget methodologies and their applications and explores the 
master budget in detail. It demonstrates, with case study examples, how a company- 
can use components of a master budget to analyze its performance and operations. 
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5 » 

Learning Outcome Statements 
Overview: Planning, 

Budgeting, and Forecasting 



Section B .l. Strategic Plannin g 

A. Discuss how strategic planning determines the path an organization chooses 
for attaining its long-term goals and mission. 

a. An organization’s strategic plan is a long-term plan that flow s directly from 
the organization s vision and mission. The strategic plan is used to develop 
long-term goals for the organization. The organization sets long-term objec- 
tives as milestones to be achieved on the way to attaining the objectives. 

B. Identify the time frame appropriate for a strategic plan. 

a. The time frame for strategic planning is normally five to ten years. It may, 
however, be longer. 

C. Identify the external factors that should be analyzed during the strategic plan- 
ning process, and understand how this analysis leads to recognition of organi- 
zational opportunities, limitations, and threats. 

a. The external factors to consider are the external or environmental oppor- 
tunities and threats that face the organization. Opportunities are those 
things that would enhance the organization’s competitive position and 
profitability. Threats are risks that, if they occur, would be detrimental to 
the organization’s competitive position and profitability. 

D. Identify the internal factors that should be analyzed during the strategic plan- 
ning process, and explain how this analysis leads to recognition of organiza- 
tional strengths, weaknesses, and competitive advantages. 

a. The internal factors to consider are the organization’s strengths and weak- 
nesses. Strengths are those things that would enhance the organization's 
competitive position and profitability; weaknesses are those that detract 
from its competitive position and profitability. 

E. Demonstrate an understanding of how f mission leads to the formulation of 
long-term business objectives, such as business diversification, the addition or 
deletion of product lines, or the penetration of new markets. 
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a. Long-term goals and objectives include such things as: 

• Business diversification 

• Product differentiation 

• Cost leadership 

• Newmarkets 

F. Explain why short-time objectives, tactics for achieving these objectives, and 
operational planning (master budget) must be congruent with the strategic plan 
and contribute to the achievement of long-term strategic goals. 

a. Short-term objectives and the tactics to achieve them should flow directly 
from the organizations strategic plan and should be designed to achieve the 
goals and objectives set forth in the strategic plan. The short-term objec- 
tives would be milestones along the road to the achievement of the long- 
term goals. 

G. Identify the characteristics of a successful strategic plan. 

a. A successful strategic plan is one that assists the organization in achieving 
its long-term goals and objectives. It has well-defined goals consistent with 
the strategic plan and the mission from which the plan we derived. It also 
has SMART objectives, objectives that are: 

• Specific 

• Measurable 

• Achievable 

• Realistic 

• Timely 

H. Describe Porters generic strategies, including cost leadership, differentiation, 
and focus. 

a. Cost leadership implies that the company has the lowest product costs in 
either the entire industry or within an industry segment. 

b. Differentiation implies that the company produces better products or 
services in the industry or within an industry segment. 

c. Focus implies attention to an industry segment. 

I. Demonstrate an understanding of the following planning tools and techniques: 
SWOT analysis, Porter’s five forces, situational analysis, PEST analysis, scenario 
planning, competitive analysis, contingency planning, and the BCG Growth 
Share Matrix. 

a. SWOT analysis involves identifying and understanding the organizations 
strengths and weaknesses (internal factors) and the opportunities and 
threats external to the organization. A SWOT analysis helps the organiza- 
tion utilize and maximize its strengths, minimize and correct its weak- 
nesses, exploit opportunities, and avoid or minimize risks. Strengths and 
weaknesses were noted earlier in item D, while opportunities and threats 
were discussed in item C earlier. 

b. Michael Porters five forces industry analysis involves analyzing the orga- 
nizations environment to identify and minimize threats posed by the 
organizations competitors, supplies, and customers. The model is Porters 
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reaction to the ad hoc nature and lack of rigor in the SWOT analysis. These 
are the five forces: 

• The threat of new entrants to the marketplace 

• The threat of the introduction of substitute products or services by 
competitors 

• Rivalry among competitors. 

• The bargaining power of customers 

• The bargaining power of suppliers 

c. Situational analysis is a collection of tools that an organization may use to 
analyze and understand both its internal and its external environments. 
It consists of SWOT analysis and Porters five forces as well as 5C analysis. 
The 5Cs are: the company its competitors, its customers, its collaborators, 
and the climate the company operates in. Company analysis covers the 
organizations goals and objectives, market position, performance related 
to its stated mission, and its product line. Competitor analysis looks at 
the positions of the organization’s competition and the threats they may 
impose. Customer analysis encompasses an understanding of past, pres- 
ent, and future customers and their demographics. Collaborator analysis 
includes an understanding of agents, supplies, distributors, and business 
partners. Ihe understanding of organizations climate includes under- 
standing the political, regulatory, economic, social, cultural, and techno- 
logical environments. 

d. PEST analysis involves an understanding of the organizations politi- 
cal, economic, social, and technological environments. Its focus is on the 
opportunities and threats in the organization’s environment. 

e. Scenario planning, also called scenario thinking or scenario analysis, is 
a strategic planning methodology designed to assist the organization in 
developing flexible strategic plans. It involves simulating or gaming the 
expected behavior of what are called STEEEPA trends. STEEEPA is an 
acronym for plausible alternative social, technical, economic, environmen- 
tal, educational, political, and aesthetic trends. These are the key driving 
forces in the organization’s environment. Again, the focus is on opportu- 
nities and threats and developing coping mechanisms. 

f. Competitive analysis, commonly called competitor analysis, focuses on 
understanding ones competition. It includes knowing who the compe- 
tition really is rather than who the organization thinks it is. It involves 
profiling competitors regarding history, products and services, financial 
condition, corporate and marketing strategies, facilities, and personnel. 
It also encourages the organization to scan the environment for potential 
new customers. 

g. Contingency planning, also called continuity or sustainability planning or 
plan B, is a process that helps prepare an organization to respond effectively 
to unplanned events. Contingency plans are part of risk management. They 
are used to respond to exceptional relatively unlikely risks that if they occur 
could have catastrophic effects on the organization. 
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h. The BCG (Boston Consulting Group) Growth Share Matrix looks at the 
company’s products or services as one of the following: stars, cash cows, 
dogs, or question marks. Stars are products or services with high growth 
rates and high cash generation capabilities. Cash cows have high cash gen- 
eration capabilities but low growth rates. Dogs have low cash generation 
capabilities and low growth rates. Question marks have high growth rates 
but low cash generation capabilities. 



Section B.2. Budgeting Concepts 

A. Describe the role that budgeting plays in the overall planning and performance 
evaluation process of an organization. 

a. Strategy is the organization’s plan to match its strengths with the opportu- 
nities in the marketplace to accomplish its desired goals over the short and 
long term. A budget provides the foundation for planning, because a suc- 
cessful budget is created by a process of aligning the company’s resources 
with its strategy. Budgets play a role in measuring performance against 
established goals. 

B. Explain the interrelationships between economic conditions, industry situa- 
tion, and a firm’s plans and budgets. 

a. There are a significant number of interrelationships among economic con- 
ditions, industry situations, organizational plans, and the budgeting pro- 
cess. Budgeting is most effective when the budgeting process is linked to 
the overall strategy of the organization. Managers should build their strat- 
egy and organizational objectives to focus on all economic factors, includ- 
ing the financial impact of the decision-making process and understanding 
factors of competition. 

C. Identify the role that budgeting plays in formulating short-term objectives and 
planning and controlling operations to meet those objectives. 

a. Short-term plans are established in order to meet the organization ’s 
long-term strategic objectives. Budgeting is a tool that an entity uses 
in order to identify the resources and commitments needed in order 
to satisfy the short-term goals. If done correctly, budgets are planned, 
maintained, and adjusted in order to control operations to meet those 
objectives. 

D. Demonstrate an understanding of the role that budgets play in measuring per- 
formance against established goals. 

a. Budgets represent a quantitative map of how the organization is to accom- 
plish its short- and long-term goals. At the end of an accounting period, 
an organization can use the actual results to measure the performance 
against the goal that it established in order to meet its goals. The vari- 
ances can be analyzed so that adjustments can be made to operations to 
stay on track. 
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E. Identify the characteristics that define successful budgeting processes, 
a. Characteristics of a successful budget process include: 

i. Budget period— Management must consider what the most suitable 
length of time would be to suit the needs of the organization. 

ii. Participants in the budget process— Three groups make or break a bud- 
get: the board of directors, top management, and the budget commit- 
tee. Middle and lower management also play a significant role, because 
they create detailed budgets based on upper management $ plan. 

iii. Basic steps in budgeting— The steps that responsibility centers take 
in preparing their budgets include the initial budget proposal, budget 
negotiation, review and approval, and revision. 

iv. Use of cost standards— Organizations set different types of standards 
that they strive to achieve in order to meet their goals. 

F. Explain how the budgeting process facilitates communication among organi- 
zational units and enhances coordination of organizational activities. 

a. Budgeting promotes communication and coordination of efforts within the 
organization. The different parts of the organization (production, market- 
ing, materials management, etc.) must communicate their plans and needs 
to each other during the budget process so that all can evaluate the effect 
that the plans and needs of others have on their own. 

G. Describe the concept of a controllable cost as it relates to both budgeting and 
performance evaluation. 

a. Costs are considered “controllable” or “discretionary” when the purchaser 
or manager has discretion in whether to incur the charge or alter the level 
of the charge in a short amount of time. Variable costs and other costs 
directly under the control of the manager are controllable costs. It is use- 
ful to identify these costs to evaluate the performance of a manager. A 
manager should not be evaluated on costs that are out of his or her control. 

H. Explain how the efficient allocation of organizational resources are planned 
during the budgeting process. 

a. All entities have a finite amount of resources and want to make the most of 
their capital. The allocation of scarce resources among competing oppor- 
tunities is accomplished through implementation of a strategy. When a 
budget exists without consideration of strategy, it usually begins with the 
prior years budget and misses opportunities to change the direction of the 
company, causing stagnation. 

I. Identity the appropriate time frame for various types of budgets. 

a. Long-term budgeting is usually a five- to ten-year plan of actions required 
to achieve the company’s goals. Capital budgeting is the process of allocat- 
ing resources to an entity’s proposed long-term projects. 

b. Short-term budgeting is usually quarterly or annual results and repre- 
sents variations in the long-term plan that result from capital budgeting, 
operating results of past periods, and expected future results caused bv 
the current economic, social, industrial, and technological environment. 
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J. Identify who should participate in the budgeting process for optimum success 
a. Three groups make or break a budget: the board of directors, top man 

agement, and the budget committee. Middle and lower management also 
play a significant role, because they create detailed budgets based on upper 
management s plan. 

K. Describe the role of top management in successful budgeting. 

a. Top management is ultimately responsible for the budgets. The primary 
means top managers have of exercising this responsibility is to ensure that 
all levels of management understand and support the budget and the over- 
all budget control process. If top management is not perceived to endorse 
a budget, line managers will be less likely to follow the budget precisely 
Top management provides final budget approval. 

Identify best practice guidelines for the budget process. 

There are two main methods of preparing budgets: the authoritative budget 
(top-down budget) and the participative budget (bottom-up budget). The 
ideal process combines the features of each and falls somewhere between 
these methods. The five steps in a combined approach include: 

Budget participants are identified, including representatives of all levels of 
management as well as key employees with expertise in particular areas. 
Top management communicates the strategic direction to budget 
participants. 

Budget participants create the first draft of their budget. 

Lower levels submit budgets to the next higher level for review in an 
iterative process stressing communication in both directions, 
v. Rigorous but fair review and budget approval by top management sets 
the final budget. 

M. Demonstrate an understanding of the use of cost standards in budgeting. 

a. Standards are any carefully determined price, quantity, service level, or 
cost. They are used in the budgeting process to align costs that an entity 
expects to incur with the final budget. Different types of standards (ideal 
or practical) can be used to set levels that management should attempt to 
reach in order to stay on budget. 

N. Differentiate between ideal (theoretical) standards and currently attainable 
(practical) standards. 

a. Ideal standards— Forward-looking goals; they are currently attainable only 
if all circumstances result in the best possible outcome. Ideal standards 
work into a continuous improvement strategy and total quality manage- 
ment philosophies. They allow for no work delays, interruptions, waste, or 
machine breakdowns. Ideal standards require a level of effort that can be 
attained only by the most skilled and efficient employees working at their 
best efficiency all of the time. 

b. Currently attainable standards— Closer to historical standards; they set 
goals at a level that is attainable by properly trained individuals operating 
at a normal pace. The standards are expected to be reached most of the 
time. They allow for normal work delays, spoilage, waste, employee rest 
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periods, and machine downtime. Practical standards can be attained by 
efficient efforts from an average worker. Currently attainable standards are 
also called reasonably attainable standards. 

O. Diiferentiate between authoritative standards and participative standards. 

a. Authoritative standards— Standards determined solely by management. They 
are set more speedily and can closely match overall company goals but may 
be a cause for resentment or may not be followed at all (top-down approach). 

b. Participative standards— Standards set by holding a dialogue between 
management and all involved parties. They are more likely to be adopted 
than authoritative standards, but they take more time and require negotia- 
tion to ensure that operating goals still are met. 

P. Identify the steps to be taken in developing standards for both direct material 
and direct labor. 

a. Direct materials standards are determined by quality, quantity, and price 
objectives. Quality is determined first to align with the company’s strategy 
(price leader, innovator, etc.). Once the quality is determined and stan- 
dards have allowed for losses, spoilage, scrap, and waste, the quantity can 
be determined to align with managements estimates of demand. After 
quantity is determined, a price is set by selecting vendors in the supply 
chain that align with the company strategy. 

b. Direct labor standards are determined in a similar way as the materials 
for the product. The quality of the workforce should be determined based on 
the strategic goals of the company. Based on the quality of the workforce, the 
organization can align the amount and price that the labor will cost. Direct 
labor standards are adjusted for expected breaks, downtime, and spoilage. 

Q. Demonstrate an understanding of the techniques that are used to develop stan- 
dards, such as activity analysis and the use of historical data. 

a. Activity analysis— Identifies, codifies, and analyzes the activities needed to 
finish a job or operation. Activity analyses in activity-based costing are the 
most thorough costing method— and are the most expensive to implement. 

b. Historical data— Relying on historical data for determining costs is rela- 
tively inexpensive but is less reliable than activity analysis. When reli- 
able, historical data can be used to find the average or median historical 
cost for an operation. To implement continuous improvement, the best 
performance recorded could be used as a standard or, at least, as an ideal 
standard. 

R. Discuss the importance of a policy that alio v/s budget revisions that accom- 
modate the impact of significant changes in budget assumptions. 

a. Rigidly following a budget in the face of changing circumstances has the 
potential for disaster. Management should not be required to rely on the bud- 
get as the sole operational guideline. Regular revisions may provide better 
operating guidelines; however, this may lead managers to anticipate regular 
changes and not prepare budgets as carefully as they should. 

S. Explain the role of budgets in monitoring and controlling expenditures to meet 
strategic objectives. 
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a. If the budget process is followed in accordance with best practices, the 
budget should be aligned with the overall long-term strategic objectives 
of upper management. If an organization takes the time to create, moni- 
tor, and improve budgets, they will serve as a tool to monitor and control 
expenditures that will eventually meet strategic objectives. 

T. Define budgetary slack, and discuss its impact on goal congruence. 

a. Budgetary slack— Occurs when budgeted performance differs from actual 
performance because managers tend to build in some extra money for their 
budget to deal with unexpected events. Budgetary slack is built-in freedom 
to fail, and cumulative budgetary slack at each sublevel can result in a very 
inaccurate master budget. 

b. Budgetary slack usually involves over-budgeting expenses and under- 
budgeting revenues to allow “breathing” room. 



Section B.3, Forecasting Techniques 

A. Demonstrate an understanding of a simple regression equation. 

a. The simple regression equation attempts to measure the relationship 
between two variables (independent and dependent variables). For exam- 
ple, a simple linear regression can show how sales (dependent variable) are 
driven by each dollar spent on marketing (independent variable). Three 
common measures are used to evaluate the reliability of the regression 
equation: R-squared, T-value, and standard error of estimate. 

i. R-squared— A vaiue between 0 and 1 indicating the degree to which 
changes in a dependent variable can be predicted by changes in inde- 
pendent variables (goodness of ht). It measures the percentage of the 
variability— the dependent variable explained by the variability in 
the independent variable(s). 

ii. T-value— Measures whether an independent variable (X) has a valid, 
long-term relationship to a dependent variable. Generally, the T-value 
should be more than 2. A variable with a low T-value indicates little or 
no statistically significant relationship between the independent and 
dependent variables. 

iii. Standard error of estimate— Measures the dispersion around the 
regression line and allows the user to assess the accuracy of predictions. 
That is, a user can build a confidence interval around the estimate. 

B. Define a multiple regression equation and recognize when multiple regression 
is an appropriate tool to use for forecasting. 

a. A multiple regression model looks very similar to a simple regression model, 
except that it has two or more independent variables (Xj, X„ etc). In the exam- 
ple above, more independent variables (i.e., economy, pricing, competitors, etc.) 
would be used to help determine, or explain, a change in the dependent vari- 
able (sales). Organizations should use multiple regression analysis when the 
dependent variable can’t be well explained by just one independent variable. 
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C Calculate the result of a simple regression equation, 
a. The simple regression equation is: 

Y = a + bX 
where 

Y = annual sales; it is the dependent variable to be forecast. 

a - amount of Y when X = 0. This value is also called the Y intercept, 
because when X = 0, Y = a, and on a graph, the line will intercept the 
Y axis at the value of a. 

b = slope of the line, also known as the regression coefficient. It represents 
the impact X has on Y. For every one unit change in X, Y is expected 
to change by b units. 

X = value for the independent variable (in this case, marketing costs) or the 
driver for the dependent variable to be forecast (in this case, annual 
sales). 

See Topic 3: Forecasting Techniques for applications of the formula. 

D. Demonstrate an understanding of learning curve analysis. 

a. Learning curve analysis— A systematic method for estimating costs based 
on increased learning by the business, group, or individual, which allows 
them to become more efficient at completing tasks. As a result, costs will 
decrease as learning increases. The learning curve can be measured by 
the incremental unit-time learning model or the cumulative average-time 
learning model. 

E. Calculate the results under a cumulative average-time learning model. 

a. Cumulative average-time model— Measures increased efficiency due to 
learning. It calculates cumulative total time by multiplying the incremen- 
tal unit by the cumulative average time per unit. As the cumulative output 
doubles, the cumulative average output time per unit becomes the learning 
curve percentage times the previous cumulative average time. The fourth 
unit will take 6.4 hours {8 x .8). 

b. Incremental unit-time learning model— Measures increased efficiency 
by adding the incremental time for each unit to the previous total time. 
Average time per unit is then calculated by dividing total time by number 
of units. As the cumulative output doubles, the time for that unit becomes 
the learning curve percentage multiplied by the previous time. 

For example; Assume that one new worker can assemble the first wid- 
get in 10 hours. If one worker assembles both widgets, the first unit will 
take 10 hours, but because of the worker's learning experience, the second 
unit will take only 8 hours, assuming learning takes place at a rate of 80% 
(.8 x 10 hours = 8 hours). The total time to build the two widgets is 18 
hours, so the average production time per widget is 9 hours. 



Section 6— Planning, Budgeting, ana Forecasting 



221 



c. The two models are shown in the following two tables. 

Under the cumulative average-time model, the 80 % learning curve 
gets applied as follows: 



X 


Cumulative Average Time per 
Widget* (c) 


Cumulative Total Time 
(cxX) 


Individual Time for 
xth Widget 


1 


10 (value of c) 


10(10x1) 


10 


2 


8(10x0.8) 


16(8x2) 


6(16-10) 


4 


6.4 (8x0.8) 


25.6 (6.4 x 4) 


4.54 f 


8 


5.12 (6.4 x 0.8) 


40.96(5.12x8) 


3.55 J 



* Each c = rate {0.8 here) x the preceding value of variable c. 
' T Calculated by a formula not shown here. 



F. List the benefits and shortcomings of regression analysis and learning curve 
analysis. 

a. Regression analysis 

i. Benefits 

• Gives management an objective measure to use in evaluating the pre- 
cision and reliability of estimations. 

ii. Shortcomings 

• Can be influenced strongly by outliers. 

• Assumes a linear relationship between two or more variables. 

• Assumes past relationships will hold true in the future. 

b. Learning curve analysis 

i. Benefits 

• Helps organizations set prices based on increased learning. 

• Knowledge can help company gain market share by pricing lower. 

ii. Shortcomings 

• Not useful for machine-intensive jobs, as learning curve analysis only 
applies to labor hours. 

• Learning rate is assumed constant— likely not the case. 

• Conclusions might be unreliable. 

G. Calculate the expected value of random variables. 

a. Expected value is a similar computation to a weighted average computa- 
tion. The formula is the sum of the probability of occurrence multiplied by 
the amount of the outcome. 

Expected Value (EV) - IS x (PJ 
where: 

EV = expected value 

I = sum of the variables that follow in the equation 
S = amount associated with a specific outcome 
P § = probability associated with a specific outcome 
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H. Identify the benefits and shortcomings of expected value techniques. 

a. Benefits 

• Helps an organization determine the average outcome ot an event when 
faced with uncertainties. 

b. Shortcomings 

• The expected value calculation is only as good as the estimated poten- 
tial outcomes for each scenario and the probability assigned to each 
scenario. 

• Doesn't take into account risk of the decision maker. It assumes the 
decision maker is risk neutral. 

I. Use probability values to estimate future cash flows. 

a. The expected value computation can be used to estimate future cash flows 

as follows: 



Economic Condition 


Sales Forecast (o) 


Probability [b] 


Value 
( a x b) 


Boom 


$3,000,000 


0.1 


300,000 


Average 


$2,000,000 


0.8 


1,600,000 


Recession 


$600,000 


0.1 


60,000 




Expected Value 




1,960,000 



Section B.4. Budget Methodologies 



For each of the budget systems identified (annual/master budget, project budget, 
activity-based budget, zero-based budget, continuous (rolling) budgets, and flex- 
ible budgeting), the candidate should be able to: 

A. Define its purpose, appropriate use, and time frame. 

a. Annual/master budget— Comprehensive budget for a year or less to show 
every aspect of the company’s revenue and cost flows to produce pro forma 
financial information. 

b. Project budgeting— Used when a project is completely separate from 
other elements of a company or is the only element of the company 
(i.e., construction of a building). The time frame is the duration of the 
project. 

c. Activity-based budgeting— Focuses on activities instead of departments or 
products. Each activity is matched with the most appropriate cost driver, 
which is any volume-based or activity-based unit of measurement of the 
cost of a job or activity needed to sustain operations. The time frame is 
usually short term but continuous. 

d. Zero-based budget— Focuses on constant cost justification of each and 
every item in a budget. Managers must conduct in-depth reviews of each 
area under their control to provide such justification instead of merely tak- 
ing historical figures and making minor adjustments. 

e. Continuous (rolling) budget— Adds a new period onto the budget at the end 
of each period so there are always several periods planned for the future 
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and the budgets remain up to date with the operating environment. The 
time frame for this budget always remains the same since one period drops 
off as another is added. 

f. Flexible budgeting— Establishes a base cost budget for a particular level 
of output (a cost-volume relationship), plus an incremental cost-volume 
amount that shows the behavior of costs at various volumes. Only the vari- 
able costs are adjusted; fixed costs remain unchanged. The most common 
use of a flexible budget is to show the budget that would have been made if 
the organization had matched its sales forecast exactly. 

B. Identity the budget components and explain the interrelationships among the 

components. 

a. The budget systems identified above all contain similar components and 
are interrelated to each other. Each of the systems attempts to derive an 
effective planning and management tool that supports and reinforces the 
overall company strategy. The budget system used is dependent on the 
complexity of the business, the maturity of the company, and the tone at 
the top. The availability of a range of budget methods enables an organi- 
zation, and its constituent departments and divisions, to create budgets 
that are meaningful and appropriate to requirements. For more detailed 
information on what components can be found in a budget, see Topic 5: 
Annual Profit Plan and Supporting Schedules. 

C. Demonstrate an understanding of how the budget is developed. 

a. Annual/master budget— The master budget is a compilation ofeach of the indi- 
vidual budgets (i.e., sales, production, general and administrative expenses, 
etc.). Those budgets are prepared based on forecasts and wrap up into the 
master budget to create the pro forma financial statements of a company. 

b. Project budget— A project budget is developed like a master budget except 
that the costs are focused on the individual project instead of the company as 
a whole. For example, a project budget to build a new building would include 
only the costs associated with that building, not any company overhead or 
sales items for that company that were not related to the new building. 

c. Activity-based budget— Costs are divided into cost pools, such as unit, 
batch, product, and facility. Cost pools include homogeneous costs that all 
vary in the same proportion to the rise and fall of production. Fixed costs 
are in one pool, and different levels of variable costs are in their own pools. 
Once the pools (activities) are defined, an activity rate is determined based 
on the estimated total usage to the overall cost. That activity rate can then 
be applied to activities based on their individual usage. 



Activity 


Usage 


Activity Rate 


Activity Cost 


Machine setup 


80 setup 


$4000/setup 


$320,000 


Fabrication 


1,700 DLH* 


S5/DLH 


8,500 


Assembly 


6,000 DLH 


S12/DLH 


72,000 


Inspection 


100 inspections 


$2,500/inspection 


250,000 


Engineering changes 
Total overhead cost 


15 changes 


$1 0,000/changes 


150,000 

$800,500 



*DLH stancs for direct labor hours. 
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d. Zero-based budgeting— The first step in developing a zero-based budget 
is to have each department manage* rank all department activities from 
most to least important and assign a cost to each activity. Upper manage- 
ment asks questions, such as “Should the activity be performed? If it is 
not, what will happen?” or “Are there substitute methods of providing this 
function, such as outsourcing or customer self-service?” Benchmarks and 
standards can be used to develop the budget figures instead of just relying 
on historical numbers. 

e. Continuous (rolling) budget— A continuous budget initially is developed 
just like any other budgets. The difference is that instead of preparing, for 
example, an annual budget at the beginning of each year, the budget is 
reviewed monthly as time passes. The most recent period is dropped off 
and a new period at the end is added. 

f. Flexible budget— A flexible budget is used more as a variance analysis 
tool than a planning tool. A budget is created, using any of the methods 
described, with estimates of per-unit revenues and variable costs. At the 
end of the period, the budget is adjusted to reflect what it would have looked 
like had management been spot on with the units produced and sold. For 
example, if management estimated that 1,000 units were going. to be pro- 
duced and sold at a cost of $15 per unit, the original budget would have 
shown $15,000 in budgeted costs. If the demand came in lower, say, 800 
units, at a total cost of $13,600, it would appear that the company came in 
under budget. However, after adjusting the budget to 800 units at $15 per 
unit (the flexible budget), the variance would be apparent. The company 
should have spent only $12,000 on those $800 instead of $13,600. 

D. Compare and contrast the benefits and limitations of the budget system. 

a. Annual/master budget— As discussed, the master budget is extremely ben- 
eficial to the organization in order to align company strategy with opera- 
tions. However, the exercise may be a waste of time if the process is not 
well implemented or the results are ignored. 

b. Project budget— Project budget advantages include the ability to contain all 
of a projects costs so that its individual impact can be easily measured. A 
potential limitation of a project budget occurs when projects use resources 
and staff that are committed to the entire organization rather than dedi- 
cated to the project. 

c. Activity-based budget— Proponents believe that traditional costing 
obscures the relationships between costs and outputs by oversimplifying 
the measurements into such categories as labor hours, machine hours, or 
output units for an entire process or department. Instead of using only vol- 
ume drivers as a measurement tool, an activity-based budget uses activity- 
based cost drivers, such as number of setups, to make a clear connection 
between resource consumption and output. Although this may provide 
greater precision in determining costs, a potential drawback can occur if 
the cost of designing and maintaining the system exceeds the cost savings 
from better planning. 
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d. Zero-based budget— Theoretically, a zero-based budget has the advantage 
of focusing on every line item instead of just the exceptions. Such a bud- 
get should motivate managers to identify and remove items that are more 
costly than the benefits provided. One issue with zero-based budgets is 
the time-consuming and expensive annual review process. As a result, the 
review often is less thorough than it should be. 

e. Continuous (rolling) budget— A continuous budget is more relevant than a 
budget prepared once a year. It can reflect current events and changes in its 
estimates, and it has the advantage of breaking down a large process into 
manageable steps. Potential disadvantages of a continuous budget include 
the need to have a budget coordinator and/or the opportunity cost of hav- 
ing managers use part of each month working on the next month’s budget. 

f. Flexible budget— The benefits of using a flexible budget include the abil- 
ity to make better use of historical budget information to improve future 
planning. There are few disadvantages to using a flexible budget, but there 
is the potential for the firm to focus principally on the flexible budget level 
of output and disregard the fact that the sales target was missed. 

E. Evaluate a business situation and recommend the appropriate budget solution. 

a. From the information contained in this outline, you should be able to assess 

the appropriate budget for a given situation. For more detailed analysis, see 
Topic 4: Budgeting Methodologies. 

F. Prepare budgets on the basis of information presented. 

a. From the information contained in this outline, you should be able to pre- 
pare budgets on the basis of information presented. For more detailed anal- 
ysis, see Topic 4: Budgeting Methodologies. 

G. Calculate the impact of incremental changes to budgets. 

a. An incremental budget is a general type of budget that starts with the prior 
year’s budget and uses projected changes in sales and the operating envi- 
ronment to adjust individual items in the budget up or down. It is the oppo- 
site of a zero-based budget. For example, if sales last year were $1,500,000 
and management estimates that there will be a 10% increase in sales, the 
budget would estimate sales of $1,650,000. The remaining components of 
the budgets are derived using similar logic. 



Section B.5. Annual Profit Plan and Supporting Schedules 

A. Explain the role of the sales budget in the development of an annual profit plan, 
a. A sales budget (or forecast) is a subjective estimate of the entity’s future sales 

for the upcoming period. Without an accurate sales forecast, all other bud- 
get elements will be inaccurate since they are driven by estimated demand. 

B. Identify the factors that should be considered when preparing a sales budget, 
a. Forecasters consider not only historical trends for sales but also economic 

and industry conditions and indicators, competitors’ actions, rising costs, 
policies on pricing and extending credit, the amount of advertising and 
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marketing expenditures, the number of unfilled back orders, and sales in 
the sales pipeline (unsigned prospects)! 1 Saies forecasts should use statistical 
analysis techniques, such as regression analysis and time series analysis, 
and rely on sales managers’ knowledge about their market and customer 
needs. 

C. Identify the components of a sales budget and prepare a sales budget. 

a. The two key components of the sales budget are the projected number of 
units of sales and the projected selling prices. A sales budget may look like 
the next chart: 



Robin Manufacturing Company Sales Budget for the Quarter Ended September 30, Year 1 




July 


August 


September 


Quarter 


Sales in units 


70,000 


72,000 


77,000 


219,000 


Selling price per unit 


$110.80 


$110,80 


$112.00 


(varies) 


Total sales 


$7,756,000 


$7,977,600 


$8,624,000 


$24,357,600 



D. Explain the relationship between the sales budget and the production budget, 
a. Once the desired level of sales is determined (from the sales budget), the 

production budget is created to satisfy the expected demand, plus or minus 
desired changes in inventory levels. 

E. Identify the role that inventory levels play in the preparation ot a production 
budget, and define other factors that should be considered when preparing a 
production budget. 

a. The production budget is a plan for acquiring resources and combining 
them to meet sales goals and maintain a certain level of inventory. The 
budgeted production is calculated as: 

Budgeted Production = Budgeted Sales + Desired Ending Inventory - 
Beginning Inventory 

F. Prepare a production budget. 

a. The production budget for Robin Manufacturing Company (above) would 
be derived from the estimated number of units sold from the sales budget. 
Adjustments are then made for desired changes in inventory levels. 



Robin Manufacturing Company Production Budget for the Quarter Ended 
September 30/ Year 1 





July 


August 


September 


Quarter 


Budgeted sales in units 


70,000 


72,000 


77,000 


219,000 


Add: Desired ending inventory of finished goods 10,000 


11,000 


12,000 ^ 12.000 


Total units needed 


80,000 


83,000 


89,000 


231,000 


Less: Beginning inventory of finished goods 


— 8,000 


10,000 


11,000 r 


-> 8,000 


Budgeted production in units 


72,000 


73,000 


78,000 1 


223.000 
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G. Demonstrate an understanding of the relationship between the direct materi- 
als budget, the direct labor budget, and the production budget. 

a. After the production budget is completed, management can budget how 
much to spend on materials and how much labor is necessary to complete 
the desired units. 

H. Explain how inventory levels and procurement policies affect the direct mate- 
rials budget. 

a. The production budget specifies only the number of units to be produced. 
The usage budget specifies the amount and cost of materials needed for the 
production and the amount and cost of materials that must be purchased 
to meet the production requirement. The direct materials budget takes 
the production budget one step further based on the number of mate- 
rials needed to make one finished good and the estimated cost of those 
materials. 

I. Prepare direct materials and direct labor budgets based on relevant informa- 
tion, and evaluate the feasibility of achieving production goals on the basis of 
these budgets. 

a. The formula for determining the units of direct materials needed is the same 
as the production budget. The next chart illustrates Robin Manufacturing 
Company’s direct material budget, assuming five units of materials for 
each finished unit. 



Robin Manufacturing Company Direct Materials Purchase Budget for the Quarter 
_____ Ended September 30, Year 1 

July August September Quarter 



Total direct materials needed 
in production 
Add: Desired ending 
inventory 

Total direct materials 
required 

Less: Direct materials 
beginning inventory 
Direct materials purchases 
Purchase price per pound 

Total cost for direct materials 
purchases 



360,000 


365,000 


35,000 


35,000 


395,000 


400,000 


35,000 


35,000 


360,000 


365,000 


$13.00 


$13.25 


$4,680,000 


$4,836,250 



390,000 


1,115,000 


40,000 


40,000 


430,000 


1,155,000 


35,000 


35,000 


395,000 


1,120,000 


$13.35 




$5,253,500 


$14,769,750 



b. The direct labor budget specifies the direct labor requirement needed to 
meet the production need based on the production budget. Total estimated 
direct labor hours required to produce one unit is multiplied total units to 
determine total direct labor hours. That number is then multiplied by the 
estimated cost of labor. The next chart illustrates Robin Manufacturing 
Company’s direct labor budget. 
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Robin Manufacturing Company Direct Labor Budget for the Quarter Ended 
September 30, YeV 1 




July 


August 


September 


Quarter 


Budgeted production 


72,000 


73,000 


78,000 


223,000 


DLhT required per unit 


x 0.5 


x 0.5 


X 0.5 




DLH needed 


36,000 


36,500 


39,000 


111,500 


Hourly rate 


x $15 


x $15 


x $15 




Total wages for direct labor 


$540,000 


$547,500 


$585,000 


$1,672,500 



•DIH stands for direct labor hours. 



J. Demonstrate an understanding of the relationship between the overhead budget 

and the production budget. 

a. All other production costs that are not in the direct materials and direct 
labor budgets are in the overhead budget. These account for costs that tend 
to be fixed instead of variable. They are not included in the other budgets 
as they typically don't vary based on production volumes. 

K. Separate costs into their fixed and variable components. 

a. Variable costs vary with changes in production volume. Variable costs 
include: direct materials, direct labor, utilities, shipping, and the like. 

b. Fixed costs do not vary with changes in production volume. Fixed costs 
include: rent, insurance, manager s salaries, and the like. 

L. Prepare an overhead budget. 

a. The variable portion of overhead complicates the overhead budget to some 
degree. Managers estimate the cost of the variable components based on the 
labor hours required from the direct labor budgets. (Machine hours also 
can be used.) The next chart illustrates Robin Manufacturing Company's 
overhead budget: 



Robin Manufacturing Company Factory Overhead Budget 
for the Quarter Ended September 30, Year 1 

Rate per 

DLH* July August September Quarter 



Total DLHs (See 
Figure IB-34) 




Variable factory 
overhead 




Supplies 


$0. 20 


Fringe benefits 


4.10 


Utilities 


1.00 


Maintenance 


0.50 


Total variable 
factory overhead 


$5.80 


Fixed factory 
overhead 





36,000 


36,500 


$7,200 


$7,300 


147,600 


149,650 


36,000 


36,500 


18,000 


18,250 


$208,800 


$211,700 



39,000 


111,500 


$7,800 


$22,300 


159,900 


457,150 


39,000 


111.500 


19,500 


55,750 


$226,200 


$646,700 
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Rate per 
DLH* 


July 


August 


September 


Quarter 


Depreciation 




$20,000 


$20,000 


$20,000 


$60,000 


Plant insurance 




800 


800 


800 


2,400 


Property taxes 




1,200 


1,200 


1,200 


3,600 


Salary supervision 




10,000 


10,000 


10,000 


30,000 


Indirect labor 




72,000 


72,000 


72,000 


216,000 


Utilities 




4,000 


4,000 


4,000 


12,000 


Maintenance 




900 


900 


900 


2,700 


Total fixed factory 
overhead 




$108,900 


$108,900 


$108,900 


$326,700 


Total factory 
overhead 




$317,700 


$320,600 


$335,100 


$973,400 



*DLH stands for direct labor hours. 



M. Identity the components of the cost of goods sold budget and prepare a cost of 
goods sold budget. 

a. The cost of goods sold budget is produced after the production, direct mate- 
rials, direct labor, and overhead budgets, as it is basically a summary of 
those budgets. The next chart illustrates Robin Manufacturing Company’s 
cost of goods sold budget: 



Robin Manufacturing Company Cost of Goods Sold Budget for the Quarter Ended 
September 30, Year 1 




July 


August 


September 


Quarter 


Beginning finished goods inventory, 
7/1/Year 1 








$626,400 


Direct materials used (see the table in 
I.a., previously) 


$4,680,000 


$4,827,500 


$5,185,250 


14,692,750 


Direct labor used (see the chart in l.b., 
previously) 


540,000 


547,500 


585,000 


1,672,500 


Manufacturing overhead (see the 
chart in L.a., previously) 


317,700 


320,600 


335,100 


973,400 


Cost of goods manufactured 


$5,537,700 


%5, 695, 600 


$6,105,350 


$17,338,650 


Cost of goods available for sale 








$17,965,050 


Less: Ending finished goods inventory 








939,600 


Cost of goods sold 








$17,025,450 



N. Demonstrate an understanding of contribution margin per unit and total con- 
tribution margin, identify the appropriate use of these concepts, and calculate 
both unit and total contribution margin. 

a. Contribution margin represents the portion of the revenue, less the total 
variable costs, that is used to recoup the fixed costs. This can be broken out 
on a per-unit basis or as a total. The contribution margin is used in break- 
even analysis to estimate the number of units that need to be sold in order 
to cover all the fixed costs in the organization’s cost structure. It also can 
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be used to estimate desired net income level based on unit sales. The for- 
mulas are shown next: *i 

UnitContribuion Margin = Price per Unit - Varibale Cost per Unit 
Total Contribution Margin = Total Revenue - Total Variable Cost 

O. Identify the components of the selling and administrative expense budget. 

a. Nonmanufacturing expenses are often grouped into a single budget called 
an selling and administrative (S&A) expense budget or nonmanufacturing 
costs budget. The selling expense components of this budget include salaries 
and commissions for the sales department, travel and entertainment, adver- 
tising expenditures, shipping supplies, postage and stationery, and the like. 

P. Explain how specific components of the selling and administrative expense 

budget may affect the contribution margin. 

a. Just as with overhead expenses, S&A expenses can be categorized into 
fixed costs and variable costs. In general, selling expenses are made up 
of both fixed and variable cost components, whereas the administrative 
expenses tend to include mostly fixed costs. As such, the variable costs 
in the S&A budget need to be considered when computing contribution 
margin. Variable selling costs are mostly commissions and shipping costs. 

Q. Prepare an operational (operating) budget. 

a. All of the budgets previously mentioned are components of the overall oper- 
ating budget used to create pro forma income statements. An example of the 
pro forma income statement for Robin Manufacturing would look like this: 



Sales 


$24,357,600 


From sales budget 


Less: Cost of goods sold 


17,026,650 


From cost of goods sold budget 


Gross margin 


$7,330,950 




Less: S&A expenses 


2,367,000 


From S&A budget 


Operating income 


$4,963,950 




Less: Interest expenses 


140,361 




Earnings before taxes 


$4,823,589 




Less: Taxes 


1,702,165 




Net income 


$3,121,424 





R. Prepare a capital expenditure budget. 

a. The capital budget represents the amount of money the company plans to 
invest in selected capital projects, including purchased of property, plant, 
or equipment as well as new businesses. The budget shows details of how 
much will be spent in each category to determine the overall cash needs 
for capital expenditures. 

S. Demonstrate an understanding of the relationship between the capital expen- 
diture budget, the cash budget, and the pro forma financial statements. 

a. The pro forma income statement and the capital expenditure budget 
are used to derive the cash budget since those two budgets show sources 
and uses of cash. 
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T. Define the purposes of the cash budget, and describe the relationship between 
the cash budget and all other budgets. 

a. Maintaining adequate liquidity is a requirement for staying in business, 
and a cash budget is a plan to ensure liquidity. If a cash budget is pre- 
pared accurately, financing can be arranged in an orderly fashion, and 
investment durations can be planned so that they can be liquidated at 
the time the funds are needed. Because cash is needed in all areas of 
operations, the cash budget gets data from all parts of the master budget. 
A cash budget is divided into four sections: the cash receipt section, the 
cash disbursement section, the cash excess or deficiency section, and 
the financing section. 

U. Demonstrate an understanding of the relationship between the credit policies 
and purchasing (payables) policies and the cash budget. 

a. The credit policies and purchasing policies play a large role in the develop- 
ment of the cash budget. Since the pro forma income statement is derived 
from the accrual basis of accounting, it doesn’t always translate directly 
into cash. An organization must estimate the actual cash inflows from 
customers and outflows to suppliers, employees, and others in order to 
accurately manage its cash position. 

V. Prepare a cash budget. 

a. A cash budget includes estimated cash receipts, followed by cash dis- 
bursements to compute the cash requirements of the company. For details 
on preparing the cash receipts and disbursement schedules, see Topic 5: 
Annual Profit Plan and Supporting Schedules. 

Section B.6. Top-Level P lanning and Analysis 

A. Define the purpose of a pro forma income statement, a pro forma balance sheet, 
and a pro forma statement of cash flows, and demonstrate an understanding of 
the relationship among these statements and all other budgets. 

a. The pro forma income statement shows a company’s projected sales rev- 
enue, costs, and profit derived from the individual operating budgets dis- 
cussed in Topic 5. After the income statement is complete, the company 
can prepare the pro forma balance sheet based on estimated dividends and 
information from the other operating budgets. This will provide the com- 
pany with projected solvency and liquidity figures for analysis purposes. 
After the balance sheet and income statement are complete, the company 
can complete the pro forma cash flow statement. 

B. Prepare pro forma income statements based on several revenue and cost 
assumptions. 

a. Topic 5 addressed the preparation of the pro forma income statement based 
on the individual operating budgets. However, income statements also can 
be prepared using the percentage-of-sales method for a quicker way of fore- 
casting year-end results. 
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b. The percentage-of-sales method is a simple approach that ties many of the 
items in the pro forma income statement and balance sheet to future sales 
revenue. It assumes that the relationship between these income statement 
and balance sheet items and sales revenue remains constant, which means 
that they grow proportionally with sales growth. See Topic 6: Top-Level 
Planning and Analysis for more detail on preparing pro forma statements 
using the percentage-of-sales method. 

C. Evaluate whether a company has achieved strategic objectives based on pro 
forma income statements. 

a. After the pro forma statements have been compiled, they need to be ana- 
lyzed to determine if the company is meeting its predetermined financial 
targets based on the estimates. The strategic objectives are defined prior 
to the formulation of the pro forma statements and are compared against 
the estimated results to determine if the company will meet goals if the 
estimates are achieved. 

D. Use financial projections to prepare a pro forma balance sheet and a pro forma 
statement of cash flows. 

a. The percentage-of-sales method can be used to prepare pro forma balance 
sheets and the statement of cash flows. See Topic 6: Top-Level Planning 
and Analysis for more detail on preparing pro forma statements using the 
percentage-of-sales method. 

E. Identify the factors required to prepare medium- and long-term cash forecasts, 
a. The capital expenditures budget and the operating budgets combine to 

assess the cash needs of the organization. It is also necessary to gather 
information on the company’s collection pattern and purchases (payables) 
pattern in order to determine when inflows and outflows can be expected 
based on the capital and operating budgets. See Topic 5: Annual Profit Plan 
and Supporting Schedules for additional information. 

F. Use financial projections to determine required outside financing and dividend 
policy. 

a. The pro forma income statements and balance sheets play a key role in 
determining the requirements for financing and dividend policy. If key 
line items on a balance sheet need to be maintained at a certain percent- 
age of sales (i.e., cash 5% of sales, accounts receivable 15%, inventory 25%, 
and accounts payable 10%) in order to maintain company operations, man- 
agement can derive the amount of funds available for dividends or the 
need for external financing. To derive those numbers, the balance sheet 
items are set at the percentage of sales as defined, and retained earnings is 
computed from the beginning-of-year amount plus pro forma net income 
less estimated dividends. The long-term debt isn’t expected to change with 
changes in sales. After the computations are made, there will be a shortfall 
either in assets or in liabilities and equity. If assets are less than liabilities 
and equity, debt can be paid down or additional dividends can be paid. If 
assets are higher than liabilities and equity, external financing is needed 
in order to support the asset base. 



TOPIC 1 



1 



Strategic Planning 



S trategy defines how a firm competes and sets forth the general direction 
an organization plans to follow to achieve its goals. It represents the collective 
soul of an organization. Strategies are developed by matching core competencies 
of the enterprise with industry opportunities and/or threats. 

Strategic planning (sometimes referred to as long-range planning) involves a 
comprehensive look at an organization in relation to its industry, competitors, and 
environment. An organization charts its destination, assesses barriers that must 
be overcome to reach that destination, and identifies approaches for moving for- 
ward and dealing with the barriers. Although traditionally the responsibility of top 
management, all organizational members should be involved in the process. Well- 
thought-out strategic planning can help an organization adeptly navigate through 
turbulent times— both good and bad. 




READ the Learning Outcome Statements (LOS) for this topic as found in 
Appendix A and then study the concepts and calculations presented here to 
be sure you understand the content you could be tested on in the CMA exam. 



J 



Strategy and Strategic Planning 



Every well-managed organization formulates both strategies and strategic plans at 
some level. Executives and managers typically spend considerable time thinking 
about strategies to achieve organizational goals; these strategies are then formally 
incorporated in a strategic plan. 



Strategy 

Strategy is a broad term. Organizations generally develop strategies at different 
levels. Figure IB-1 shows three levels for which firms commonly develop organi- 
zational strategies: 

1. Corporate (or multibusiness) 

2. Competitive (or business unit) 

3. Functional (within a business) 
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Figure IB-1 Levels of Strategy 

Corporate Looks at the whole gamut of business opportunities, including international 
expansion and mergers and acquisitions 

Defines the organization's values, expressed in financial and nonfinancial 
terms 

Centers on identifying and building or acquiring key resources and capabilities 
Involves decisions about which industries the organization will compete in and 
how the businesses will be linked 

Determines how organizational resources will be allocated among the firm's 
businesses 

Determines constraints on what the firm will and will not do 
Competitive Defines how an organization competes in a given industry-how the firm 
creates value in an industry 

Involves a vision of what customers the organization serves and how it delivers 
value to them 

Combines specific activities and processes to enable the firm to create unique 
value 

Aligns organizational activities so all efforts consistently reinforce the potential 
advantage of the firm's competitive positioning 
Functional Reinforces the organization's competitive strategy 

Includes plans and objectives for marketing, finance, research, technology, 

operations, and soon 

Focuses on coordination among functions 

Defines activities and processes to help the organization maximize its 
competitive position 

Clarifies whether and how the organization's functions fit with the competitive 
strategy 



Corporate strategy considers the big picture, determines the appropriate mix of 
businesses, and identifies where (in what markets) the firm competes. Competitive 
and functional strategies are more tactically focused on how the organization will 
compete in a given industry. Although the outcomes differ for the various levels of 
strategy, they all must be consistent and aligned. 

Naturally, strategies differ between organizations. For example, how Dell, IBM, 
and Toshiba compete for market share in the same business computer arena is 
driven by different strategies. In turn, different strategies require different tasks, 
skills, priorities, and control systems. 

In today’s competitive environment, organizational strategies must be dynamic. 
The strength of an organizations strategy is not determined by the firm’s initial 
move but rather by how well it: 

• Anticipates competitors’ actions. 

• Anticipates and/or influences changing customer demands. 

• Capitalizes on advantages in a changing competitive environment (e.g., regula- 
tions. technology, the economy, global opportunities and events). 

• Reacts to, chooses, and executes alternative competitive strategies. 
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Anticipation and preparation are key to an effective strategy. Every eventual- 
ity with competitors and customers and other important factors must be met and 
addressed with rapid countermoves. 



Strategic Planning 

A conceptual representation of strategic planning is shown in Figure IB-2. 



Figure 1 B-2 Key Elements of Strategic Planning 



Environmental 
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Monitor Performance 



Adjust 



Implementation 



Keep in mind that the representation shown here is conceptual; it is intended 
to provide a general view of the strategic planning process. In practice, strategic 
planning terminology and approaches differ across organizations. Organizations 
devise their own operational models that elaborate on the specifics of their strategic 
planning process. The nature of the enterprise, its marketplace and stakeholders; the 
size, resources, and capabilities of the organization; and other factors, such as 
the participants in the process and their power and interests ultimately dictate 
additional specifics that will shape the operational model. 

What is the appropriate time frame for strategic planning? There is no rule 
regarding strategic plans being prepared at one-, three-, five-, or ten-year inter- 
vals. Organizations prepare strategic plans at different intervals depending on the 
industry, the level of competition (e.g., new entrants), and how fast products or ser- 
vices change. For example, technology-focused businesses prepare strategic plans 
at short time intervals to address the rapid changes and competitive pressure of 
their markets. 

Typically, the strategic planning process is highly iterative. The core elements are 
interrelated; completion of one element requires a review of previous elements and 
entails some measure of fine-tuning. In the end, the resulting strategic plan yields 
insights into how an organization can position itself for sustainable competitive 
advantage. 



The Relationship Between Strategy and Strategic Planning 

In practice, strategy formulation and strategic planning have much overlap. But the 
two processes have important conceptual differences. 
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On a fundamental level, strategy formulation results in new strategies and stra- 
tegic planning addresses how to implement th* strategies. Additional distinctions 
can be made: 

• Strategy formulation leads to organizational goals; management creates strate- 
gies to achieve those goals. 

• Strategic planning develops plans to implement strategies and achieve the goals. 

• Strategic planning is typically a systematic process with a timetable and some 
measure of prescribed procedures. 

• Ideally, strategies are continually reevaluated based on perceived opportuni- 
ties and threats. 

Regardless of the overlap or variances in terms and processes, strategy formu- 
lation and strategic planning both address these core elements at some level: 

• External factors. Recognition of organizational opportunities, limitations, and 
threats 

• Internal factors. Recognition of organizational strengths, weaknesses, and 
competitive advantages 

• SWOT (strengths, weaknesses, opportunities, and threats) analysis. 
Identification of elements that will help or hinder the organization 

• Long-term vision, mission, and goals. Development of the overall organi- 
zational vision and mission and the formulation of long-term business goals 

• Tactics to achieve long-term goals. Development of short-term plans and 
tactics 

Subsequent content looks at each of these elements in more detail. 



Analysis of External Factors Affecting Strategy 

Creating strategies without first assessing the organization’s business 
environment— what is happening and what may happen inside and outside the 
organization— would be a futile exercise. 

The specific external factors affecting an organization s strategy are determined 
by its industry and broader environment. Typically a variety of external factors 
typically make up an organizations business environment. Examples of key exter- 
nal factors shaping organizational strategy include: 

• Legal and regulatory factors. 

• Market forces, industry trends, and competition. 

• Technological changes. 

• Stakeholder groups and their social concerns. 

• Globalization trends, emerging markets, and nongovernment organizations 
(e.g., United Nations, World Bank, etc.). 

All of these external factors need to be examined during strategic planning. 
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Legal and Regulatory Factors 

Depending on the industry, legal and regulatory factors may be interrelated. But 
the two factors also have some key distinctions. 

Legal Factors 

Legal factors are rules of conduct promulgated by legal entities (e.g., federal, state, 
county/provincial, or city laws); they are enforced by the threat of punishment. 
A host of legal factors can impact product/service success. Examples include: 

• Patents 

• Copyrights 

• Trademarks 

• Antitrust laws 

• Trade protectionism 

• Product/service liability issues 

• Environmental liability concerns 

• Employment law and litigation 

• Compliance with the Sarbanes-Oxley Act (SOX) 

Regulatory Factors 

Regulatory factors (or regulations) are principles or rules designed to control 
or govern behavior. Theoretically, regulations are voluntary. But in many situ- 
ations, regulations can have the force of law. For example, an organization may 
not be able to compete in a given market if it does not comply with regulatory 
factors. 

Agencies under legal entities as well as nongovernmental entities (e.g., indus- 
try self-regulating bodies and professional societies) typically set regulations and 
sanctions. Unlike legal factors, which are always enforced by the threat of punish- 
ment, regulatory factors are enforced most often by some form of self-regulation, 
with the threat of fines and/or disenfranchisement. 

General examples of regulatory factors that can affect an organizations strat- 
egy include: 

Social Regulations 

Examples include but are not limited to: 

• Environmental Protection Agency (EPA) standards restrict pollution of air, 
water, and land. 

• Occupational Safety and Health Administration (OSH A) standards protect the 
safety and health of American workers. 

• Federal Trade Commission (FTC) regulations protect consumers, require 
truthful advertising by businesses, and prohibit collusion (e.g., price fixing and 
allocating markets). 
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Industry Regulations 

Examples include but are not limited to: 

• Federal Aviation Administration (FAA) requirements for airports, air traffic 
control, safety issues, and routes. 

• Federal Communications Commission (FCC) regulations for radio and televi- 
sion frequencies. 

• Food and Drug Administration (FDA) requirements for safety in the food and 
drug industry and in medical device manufacturing. 



Linkage of Legal and Regulatory Factors to Strategic Planning 

The influence of legal and regulatory factors on an organizations strategy can be 
quite pervasive. The following are just a few examples of how legal and regulatory 
factors can affect an organization: 

• Influence how a firm chooses to compete (e.g., through antitrust laws and 
licensing requirements). 

• Limit global operations (e.g., through trade protectionism). 

• Thwart or promote technology innovations (e.g., through tax and patent policies). 

• Impact human resource practices (e.g., through equal employment opportu- 
nity/antidiscrimination laws, wage and price controls, Family and Medical 
Leave Act legislation, and employee safety and health regulations). 

• Restrict marketing campaigns (e.g., through FTC controls). 

• Force environmental accountability (e.g., through EPA controls). 

• Increase capital requirements (e.g., through required technical sophistication 
to meet governmental control requirements). 

As seen above, many legal and regulatory factors are industry-specific; others 
may cut across a variety of industries. Some legal and regulatory factors may even 
be directed at an individual company. 

To no small degree, the legal and regulatory factors already noted can directly 
affect management accounting due to significant cost incurrence implications. 
For example, changes in EPA or OSHA regulations can require significant capital 
investments. 

Consider a few additional factors have specific implications for management 
accounting: 

• Securities and Exchange Commission (SEC) laws and rules to protect investors 
and maintain the integrity of the securities markets 

• The Sarbanes-Oxley Act changes regarding internal controls 

• The Internal Revenue Service (IRS) code 

• Congressional changes to minimum wage requirements and/or overtime 
compensation 

• State-regulated insurance and banking commission regulations on how 
business is conducted and how various financial transactions are to be 
accounted for 
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Market Forces, Industry Trends, and Competition 

History has shown how factors such as government deregulation, globalization, 
technological innovations, demanding customers, and changing demographics and 
social expectations can dramatically alter even stable business arenas. Thus, a criti- 
cal part of strategic planning is an industry analysis— a thorough assessment of 
the competitive arena that includes the competitors the organization must face 
and the structure and boundaries of the competitive arena. 

As in other aspects of strategic planning, there is no one single definitive 
method for identifying arena boundaries or anticipating rival actions. But most 
industry analyses consider the following factors: 

• Entry of new competitors 

• Threat of substitutes 

• Bargaining power of buyers 

• Bargaining power of suppliers 

• Rivalry among existing competitors 

Michael Porter developed a model examining these five forces and their collec- 
tive role in determining the strength of competition and profitability. Figure IB-3 
depicts Porter’s model. 

Figure IB-3 Five Forces Driving Industry Profitability 



Source: Adapted from Michael Porter, Competitive Advantage— Creating and Sustaining Superior 
Performance. 



The discussion of Porter s five forces that follows is synthesized from two 
of Porters books, Competitive Strategy: Techniques for Analyzing Industries and 
Competitors (1980) and Competitive Advantage: Creating and Sustaining Superior 
Performance (1985), and the collaborative text Wharton on Dynamic Competitive 
Strategy (Day and Reibstein, 1997). 




240 CMAexcel Self-Study Part 1: Financial Reporting , Planning , Performance , and Control 



Entry of New Competitors 

A new player in a marketplace (an entrant) generally brings with them new capac- 
ity and resources. The profitability for an incumbent in the marketplace may be 
reduced if its sales prices are bid down or its product costs are increased in order 
to compete against this new entrant. 

The threat of new competitors depends on the magnitude of entry barriers— 
factors that create a disadvantage for prospective entrants and lower their profit 
expectations. 

Examples of entry barriers include these items: 

• Incumbent cost advantages. These rewards are created when incumbents have 
advantages such as low labor or capital costs, preferred access to raw mate- 
rials, government subsidies, favorable locations, proprietary technology and 
product designs, and accumulated learning experience. A start-up firm with 
no experience, for example, can expect higher costs than incumbents; heavy 
start-up losses and below- or near-cost pricing are often common in order to 
gain experience. 

• Economies of scale. Generally defined as a decline in unit costs as volume per 
period increases, economies of scale can deter an entrant. A new entrant may 
need to come in at a larger scale and risk encountering strong reaction from the 
existing players. Or a new entrant may decide to come in at a smaller scale and 
incur a cost disadvantage. Facilities, research, marketing, sales force coverage, 
and distribution are all examples of areas of economies of scale that potentially 
require significant entry investments. 

• Product/service differentiation. Differentiation refers to the brand identifica- 
tion and existing customer loyalties an entrant must overcome. Entrants will 
need to invest time and money to build a brand name. Such investments have 
no guarantee of success or “salvage value” should the entry fail. 

• Switching costs. Should a buyer consider changing from an existing supplier’s 
product or service to that of a new entrant, the one-time switching costs can 
be a deterrent. Having to purchase/install new equipment or retrain employ- 
ees are two common examples of switching costs. A new entrant must offer 
a major cost savings or potential for performance improvement to warrant a 
switch from an incumbent. 

• Channel crowding. Many distribution channels have limited capacity or exclu- 
sive relationships v/ith manufacturers that restrict the number of product lines. 
Intense selling efforts generally are required to convince a distributor to take 
on a new product line. A new entrant may need to pay larger margins to offset 
the extra cost that distributors incur, or a new player may be forced to find a 
niche market. 

• Expected incumbent reactions. Depending on how aggressively incumbents 
have defended their positions in the past, entry barriers may be raised or low- 
ered. Incumbents with deep pockets and staying power who have demonstrated 
a willingness to take a short-term reduction in profits to defend market share 
discourage entrants. Incumbents who have ignored previous entrants or have 
been unwilling to defend their position can encourage entrants. 
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Threat of Substitutes 

When an acceptable substitute product or service is available— one that provides the 
same functions and offers the same benefits— the average price that can be charged 
and the resulting profit margin is squeezed. The amount of product or service value 
is also limited. Less costly but acceptable substitutes also pose a threat. 

How electronic surveillance and alarm systems have impacted security guard 
firms is but one example of industry threats posed by the availability of substi- 
tutes. Another example is how customers can now purchase products and services 
directly online in lieu of traditional distribution channels. The key in these situa- 
tions is to account for similarities while looking for differentiation opportunities 
beyond product or service similarities. In the case of the security industry, firms 
offer guards and electronic surveillance systems as a value-added package, posi- 
tioning the guards as skilled operators. 

Bargaining Power of Buyers 

Buyers (customers) and sellers (suppliers) of goods and services can have wide vari- 
ance in their relationship. Relationships may involve tightly integrated, just-in-time 
manufacturing systems, or they may be at the other end of the spectrum, with mass 
marketing. Buyer power, in particular, is enhanced or deterred depending on bar- 
gaining leverage and price sensitivity. 

Bargaining Leverage 

Generally speaking, leverage is any strategic or tactical event that can be exploited 
to an advantage. A buyer s bargaining leverage is enhanced by the following factors: 

• Large-volume purchases made by a few key customers. In this situation, the 
seller becomes somewhat dependent on the key buyers and would encounter 
problems if a relationship were severed. 

• Ability for customers to easily switch. Customers may change suppliers if 
there is little product or service differentiation, low switching costs, or readily 
available low-cost substitutes. 

• Ability to backward-integrate. Current prices and/or other terms can make 
an alternative more attractive than continuing to buy externally. (An example 
of this is the purchase of an upstream supplier or the ability to bring back in 
house something that was previously outsourced.) 

• Customer insider knowledge. Bargaining leverage is gained if customers know 
the supplier’s costs and profits or learn that the supplier needs their business to 
offset excess capacity or other mitigating circumstances. 

Price Sensitivity 

Price sensitivity is an indicator of how important lower prices are to customers. 
Price sensitivilty is heightened by the following factors: 

• Product or service impact on end product quality. A buyer pays more atten- 
tion to price it the consequences of product or service failure are more severe 



